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Executive Summary

The Long-Term Guarantee Package

The European Insurance and Occupational Pensions Authority (EIOPA) has been
requested by the Trialogue parties (the European Parliament, European Commission and
Council of the European Union) to assess impacts of the market consistent approach on
long-term guarantee products. Solvency Il should include regulatory measures to ensure
that short-term market movements are appropriately treated with regards to insurance
business of a long term nature. In this context, EIOPA has conducted a technical
assessment, collecting both qualitative and quantitative information from (re)insurance
undertakings and supervisory authorities on the effects of selected regulatory measures.

The Long-Term Guarantees Assessment (LTGA) examines the so-called LTG package — a
series of selected regulatory measures aimed at ensuring an appropriate supervisory
treatment of long-term guarantee products, also under volatile market conditions. Six
LTG measures are covered by this assessment, tested in different combinations through
a series of 13 quantitative scenarios and tailored qualitative questions.

e Adaptation to the relevant risk-free term structure or Counter-Cyclical Premium
(CCP): Crisis measure to complement market observations when these are
determined to be temporarily unreliable or unfit for the prudential purpose, due
to spread-related crisis situations in financial markets.

e Extrapolation: Properties of modelling used to value liabilities in order to
supplement market observations when reliable market information is no longer
available.

e “Classical” Matching Adjustment: Permanent measure providing an adjusted risk-
free rate for (re)insurance annuities managed under a strict asset liability
matching regime which does result in an immaterial exposure to short-term
market volatility.

¢ Extended Matching Adjustment: The extension of the former measure envisaged
to cover business of a long-term nature, but with a lower degree of certainty and
predictability of cash flows.

e Transitional: Measure providing a smooth transition to Solvency Il for certain
long-term guarantees business underwritten under Solvency | economic and
prudential conditions, avoiding disruptive events whilst ensuring right incentives.

e Extension of the Recovery Period: Measure to allow for an adjustment of the
supervisory reaction to an individual breach of the solvency capital requirements
in cases of exceptional falls in financial markets.

Apart from the last measure, the tested LTG package is mainly focussed on quantitative
(capital) requirements (Pillar 1), though all of those measures will need to be
accompanied by suitable elements of risk management, transparency and disclosure
(Pillar 11 and I111).




Participation and quality of data

Thanks to the commitment of all parties, national supervisory authorities (NSAs) and
industry, a sufficiently representative basis in terms of both qualitative and quantitative
information has been collected, thus enabling EIOPA to perform its technical assessment.

Main findings

The outcome of the assessment shows that Solvency Il is designed to be risk-sensitive
and therefore illustrates a partially significant difference in terms of solvency position at
the different reference dates tested. The majority of quantitative analysis is based on
year end 2011 (YE11l) (re)insurance balance sheets and market conditions. It is
important to notice that financial market conditions at YE11 represent an “adverse case”
scenario for insurers especially in the Eurozone with the combination of very high
spreads in some markets and a low risk-free rate. Since then, market conditions have
changed considerably and accordingly the average solvency positions of European
insurers have reverted back to more “normal” levels. However, Solvency Il is a risk-
sensitive framework that has not been designed as a non-zero failure regime and
therefore a significant impact of such “adverse case” market conditions on (re)insurers’
solvency positions is expected and intended unlike the current Solvency | framework
where YE11 market conditions generally had quite a limited impact on average solvency
positions.

Risk-based regulation and supervision provide a more accurate picture of (re)insurance
undertakings by not only considering the current situation, but also the implications of
future developments. Through market consistent valuation of both assets and liabilities,
options and guarantees embedded in insurance contracts are adequately priced,
providing undertakings with key inputs for appropriate risk management.

The exercise has identified some suitable adjustments to the framework that will support
overcoming regulatory distortions to long-term business triggered by short-term
volatility in financial markets. The main outcome of the exercise and technical
assessment by EIOPA is listed below. It includes individual observations per tested
measure and additional observations relating to the complexity of the LTG package as
well as important single market and comparability aspects.

Counter-Cyclical Premium (CCP)

While the tested CCP measure proved to be technically effective in terms of reducing the
impact of short-term volatility on own funds of (re)insurers, it has two major draw-backs
relating to the broader effectiveness and financial stability implications.

The first major draw-back is that the use of the CCP significantly increases the capital
requirements of undertakings in a number of Member States, especially for higher levels
of CCP, ultimately resulting in limited or even negative impact on the solvency ratios for
those Member States.

The second major draw-back is related to the triggering process which needs to be
effective on one hand and not create or deepen financial stability concerns on the other
hand. Regarding the effectiveness, a smooth triggering process is vital for the measure
to reduce the impact of short-term volatility. If such a process cannot be ensured, the
measure could increase rather than decrease the impact of short-term volatility on
(re)insurers’ Solvency Il balance sheets. It is very questionable whether EIOPA or



National Supervisory Authorities will be able to really activate the application of a crisis
measure such as the CCP in certain situations (e.g. sovereign crises). Indeed, this
announcement might result in possible severe implications for financial market stability.

Thus, the tested CCP measure involving the given CCP risk methodology and the non-
automated triggering does not seem suitable to adequately reduce the impact of short-
term volatility in practice and is therefore unlikely to fulfil its overall financial stability
aim.

Extrapolation

EIOPA was asked to test the impact of different convergence speeds being a key input
parameter to the Extrapolation approach. Analysis shows that for the Eurozone, a
shorter convergence period generally results in more stability of technical provisions.
However, compared to applying a longer convergence period and especially in times of
high market volatility, this increases the volatility of own funds and thus of solvency
ratios.

Another important aspect related to a shorter convergence period is the potential risk of
not linking of the extrapolated part from financial market reality. This leads to a number
of concerns with respect to the risk management of the undertakings (e.g. misevaluation
of options and guarantees or potential risk of investing in shorter term assets to avoid
volatility generated by differences between marked-to-market and marked-to-model
data) and the consistency between regulatory processes (e.g. with respect to ORSA and
internal models). The same could occur with a longer convergence, but generally to a
much lesser extent.

Thus, the extrapolation approach for the Euro would benefit from an extension of the
convergence period significantly beyond 10, for example 40 years. For other currencies,
the characteristics of the local bond and swap markets must be taken into account when
determining the appropriate convergence period including special considerations for
currencies pegged to the Euro.

“Classical” Matching Adjustment

The “classical” Matching Adjustment seems to be the most effective tool within the
tested LTG package with regards to mitigating short-term volatility from the Solvency I
balance sheets of portfolios eligible for the measure. This is due to the portfolio-tailored
features of the measure which better reflect the economic reality of the business
compared to other measures. However, in order not to risk major policyholder protection
concerns and raise wrong risk management incentives, the measure needs be designed
with strict conditions to be met, both on the asset and the liability side.

EIOPA was asked to test two different options to the measure which differed in the
strictness of the eligibility criteria for investments. The following two criteria were only
applied to one of the tested options:

e The amount of credit quality step 3 (CQS 3) assets is limited to 33% of the
portfolio (excluding government bonds);

e The matching adjustment for CQS 3 investments is capped at the maximum of
CQS 1 or 2.




The quantitative assessment revealed that an exclusion of the two above criteria would
significantly increase the amount of business eligible for the “classical” MA. On the other
hand, such an approach does raise major concerns on risk management incentives and
thus policyholder protection. Undertakings would be incentivised to hold instruments
with higher spreads and thus higher default risk.

Further important observations on the functioning of the “classical” MA include:

e The exclusion of immaterial mortality risk from the current measure does not
seem to be proportional and reduces the attractiveness of eligible products for
consumers;

¢ In light of policyholder protection, the ring-fencing approach needs to be possible
in practice for MA portfolios, e.g. undertakings need to have the possibility to
manage the credit quality of MA portfolios in case of risk of downgrade;

e The approach to determining fundamental spread levels of certain types of bonds
must be prudent enough under current market conditions;

e With regards to the MA cap for CQS 3 assets, undertakings might implement a
broad variety of approaches to determine the cap which will lead to an
inconsistent application of the measure across companies and markets;

e No closed list of admissible types of assets should be defined (as was done for the
LTGA), but rather suitable conditions in terms of predictability and ability to
match liability cash flows;

¢ The measure is relatively complex to implement and requires an intensive
supervisory review process, but undertakings and supervisors in Member States
where the measure is currently applicable consider this effort appropriate and
supervisable.

Finally, though the applicability of the measure was limited to a number of Member
States, EIOPA expects that eligible MA products will emerge in the near future in other
Member States.

Extended matching adjustment

Unlike the “classical” Matching Adjustment, the extended version raises significant
concerns in terms of providing false risk management incentives, in particular in terms of
credit quality of assets and with regards to the management of liquidity risk. This
severely impacts the level of policyholder protection. These concerns are further
increased by the high complexity of the measure’s calculations and implementation
which would also require an extensive supervisory review process which is not seen as
implementable by the majority of supervisors.

Based on clear indications from LTGA participants, the measure would, furthermore,
create a competitive disadvantage for small and medium size undertakings as they might
not be able to apply the adjustment due to its complexity.

Transitional Measures

Transitional measures are not primarily aimed at reducing the volatility of the Solvency
Il balance sheet, but rather at providing a smooth transition between different
regulatory regimes which would ultimately lead to more stability in the insurance sector.
Therefore, EIOPA believes that transitional measures are important for a smooth
transition.



By definition, this approach is aimed at providing a positive effect regarding policyholder
protection (reducing risk of companies not being able to afford the transition) and
financial stability. But it also comes with certain risks in both areas that, if appropriately
designed, can be addressed. Right incentives must be provided (thus transitional
measures should be preferred to grandfathering type of provisions) to undertakings and,
to ensure policyholder protection a simple and transparent process must be provided,
reinforced with an enhanced supervisory review process (SRP). This includes an
appropriate length of the period of applicability, and full transparency regarding the
consequences of such application.

The transitional tool tested effectively addresses the issue of the technical provisions gap
for certain types of businesses with long-term guarantees. The specific design generally
limits the application to some Member States where such products are offered or have
been offered. However, the general issue of gaps in technical provisions due to the
inception of Solvency Il will most likely also exist in other Member States for different
reasons, e.g. the implementation of the risk margin, revised contract boundaries or
differently calibrated market-consistent risk-free rate curves. Also for this a suitable
transitional should be found.

A relevant issue to consider is linked to the underlying nature of transitional measures:
they should focus on the value of the promise made under Solvency | (technical
provisions) and how to align it with the market consistent valuation of Solvency Il that
adequately prices options and guarantees, therefore not affecting the capital
requirements. The way to do it, in EIOPA’s view, would be a pure adjustment of eligible
own funds which reduces over time.

Extension of the Recovery Period

The extension of the recovery period (ERP) can be a powerful tool in crisis periods,
showing how time can be used, via management and supervisory action, in the benefit
of both policyholders and financial stability. At the same time, to ensure right incentives
are embedded, time cannot be seen as an excuse to postpone action by undertakings in
order to restore the situation. As it is the case within Pillar 2 related action, not only
capital but other measures can be part of the agreed way forward.

One difference of this measure compared to the CCP, both being designed as crisis tools,
is that it can be applied for different types of financial market crises, i.e. not just spread-
related crises. However, it should be noted that the current design (steep fall in financial
markets) would probably not provide supervisors with the option to apply it in a low
interest rate crisis which is one of the key threats to long-term guarantee business.

The proposed length of the extension (i.e. up to 7 years) should be a maximum. While
the duration of liabilities should play a role in activating the measure, the strict and sole
link of the granted length of extension to the duration of liabilities seems too simple
given the multitude of factors that determines the decision for an application of the
measure. Nevertheless, there should be clear conditions linked to the length of
application in order to ensure a consistent application across Member States and
undertakings.




Complexity

The tested LTG package has shown to be highly complex for undertakings and
supervisors to implement for this assessment. This complexity is caused by several
factors, most notably the number of measures tested, their interaction, the amount of
undertaking-specific elements, and the complex technical approaches to calculating the
impact of Pillar 1 measures.

Regarding the latter, all tested LTG measures which involve an adjustment to the risk-
free rate (apart from the extrapolation) require the undertakings to calculate an
economic balance sheet and capital requirements with the adjustments to the risk-free
rate. Once the framework is in place, undertakings would additionally need to do these
calculations for the unadjusted rate as well for disclosure purposes. This results in a
specifically high effort and complexity if more than one of these measures apply within
an undertaking.

For the LTGA, therefore, undertakings theoretically needed to perform separate balance
sheet and capital requirement calculations for each scenario and within each scenario for
each of the measures applied. While this is useful and relatively straight forward for ring-
fenced portfolios that apply the MA, it seems less so for the CCP and transitional
measures. Risk-free rate adjustments relating to both these measures do not directly
reflect the economic reality of the undertaking or portfolio in question. It is therefore
questionable whether the very complex approach to determine the impact of these
measures is proportionate and adds value.

Single market and consistency

Several measures in the tested LTG package represent Member State options and
explicitly excluded cross-border business from their application. Furthermore, non-life
and reinsurance business is explicitly excluded from the application of selected
measures, e.g. the MA.

These exclusions do not seem to be based on technical or prudential reasons where the
application conditions are otherwise met.

Technical advice by EIOPA

General principles to the package

The final LTG package to be included in the Solvency Il framework should fulfil a number
of principles in order to ensure a high degree of policyholder protection as well as
effective supervisory processes. Those principles include:

e Alignment with the SII framework and the economic balance sheet concept;
e Full transparency and comparability;

o Efficient linking of all three Pillars;

e Proportionality and simplicity;

e Adequate treatment of transitional issues.

Way forward

Based on the conducted assessment and the outlined principles, EIOPA would like to
present the following advice with regards to the regulatory LTG measures to be included
in the Solvency Il framework:



Counter-Cyclical Premium: Based on the outlined concerns relating to the
effectiveness of this crisis measure and to potential financial stability
considerations, EIOPA advises to replace the CCP with a predictable volatility
adjustment mechanism. Further details on this proposal are given below.

Extrapolation: Based on the outlined considerations relating to the effectiveness
and implications for risk management as well as regulatory processes, EIOPA
advises to select a convergence period that is significantly longer than 10 years
(e.g. 40 years) for the Euro. For other currencies, however, the characteristics of
the local bond and swap markets must be taken into account. Furthermore, in
order to reduce potential unwanted consequences of the parameter choice for
extrapolation, dedicated Pillar 2 measures such as sensitivity analysis should be
applied.

“Classical” Matching Adjustment: Based on the outlined considerations relating to
risk management incentives and policyholder protection, EIOPA advises to
implement the “classical” MA as foreseen by the legislators, including the strict
criteria relating to CQS 3 investments (i.e. the 33% portfolio limit excluding
government bonds and the MA cap). Furthermore, EIOPA suggests the following
amendments to the measure:

(1) the inclusion of immaterial mortality risk;

(2) the ability to manage the credit quality of the asset portfolio in case of risk
of downgrade;

(3) maximum levels of MA for CQS 3 investment to be provided by EIOPA;

(4) EIOPA shall provide with appropriate criteria and conditions via guidelines
to deal with “cliff effect situations” related to necessary requirements set
in terms of assets quality.

Extended Matching Adjustment: Based on the outlined major concerns with
regards to policyholder protection, competition and supervisability, EIOPA advises
to exclude the Extended Matching Adjustment from the LTG package.

Transitional measures: Based on the outlined observations, EIOPA advises to
implement transitional measures as part of the LTG package. In order to make
these measures available for a broader application, EIOPA also advises to
complement the tested measure with a second measure that is able to address
further issues also related to the different valuation of technical provisions under
Solvency | versus Solvency Il. Both approaches follow the principles defined by
EIOPA and need to be accompanied by strong supervisory review elements.

Extension of the Recovery Period: Based on the outlined considerations, EIOPA
advises to implement the Extension of the Recovery Period, under criteria set by
EIOPA. However, the strict and sole link of the length of extension to the duration
of liabilities seems too simple given the multitude of factors that determine the
decision for the application of the measure. Furthermore, the proposed maximum
length of extension needs further review, but should not go beyond the currently
proposed 7 years. EIOPA also advises to consider a broadening of the triggers to
the measure which would enable an application in crisis situations that are not
directly linked to a steep fall in financial markets, e.g. low interest rate crisis or




even a combination of major insurance risk events. The measure needs to be
accompanied by a supervisory process that closely tracks progress on recovery
plans. Finally, the interaction with other LTG measures needs to be clearly
defined once the LTG package is final.

e Complexity: Based on the observations relating to the technical complexity of
calculating the impact of risk-free rate adjustments, EIOPA advises to implement
a more simple approach which solely adds a “Special” Own Funds item to the
economic balance sheet for adjustments not directly reflecting the economic
reality of the undertaking or portfolio. Apart from this item, the economic balance
sheet does remain unchanged from the calculation with the non-adjusted rate
and the capital requirements would equally remain unchanged. Section 9.11
provides further details on the proposed OF adjustment approach.

e Single market and consistency: Based on the observations regarding the
inconsistent application of certain LTG measures across the EU, EIOPA advises
not to link the LTG measures to Member State options and to not exclude cross-
border business from any measure (apart from the exceptional national top-up to
the Volatility Balancer). Furthermore, the principle of substance over form should
be fully incorporated in the LTG package, i.e. the legal type of business should
not be an eligibility criteria for any LTG measure.

Finally, EIOPA fully supports to publicly disclose the impact of all LTG measures on the
solvency position of individual undertakings after the implementation of the package. For
the extrapolation, were a disclosure of impact seems less useful, this should be replaced
by the results of sensitivity analyses?.

It should also be noted that a precondition for the appropriate functioning of the entire
package is the proper interaction of all three pillars, with a strong coordination at EU
level. A clear understanding of the consequences in the management of the business is
requested, and there should be room for action at supervisory level in terms of Pillar 2.

Highlights of the proposed Volatility Balancer

EIOPA advises to replace the CCP with a predictable volatility adjustment mechanism.
The proposed measure named “Volatility Balancer” would be based on the following
premises:

e It would be designed to deal in a predictable and permanent way with the
unintended consequences of volatility;

e It would be simple, supervisable and comparable, applicable to all insurance
business except unit-linked (and unless the business applies MA);

e It would be calculated as a predictable adjustment to the relevant risk-free rate,
usually calculated at a currency level to deal with competition distortions within
the single market, but with a national top-up in exceptional market
circumstances;

e It would affect own funds only via the introduction of a “Special” Own Funds item;

* This does not give rise to new Pillar 2 requirements, but can be incorporated as part of the sensitivity
analyses required in the existing Pillar 2 framework.



e It would be reviewed after a given period of time in line with the remainder of the
LTG package (currently foreseen after 7 years);

¢ It might turn negative under certain conditions; however, this will depend on the
final calibrations of the device.

In more detail, the Volatility Balancer (VB) would function as follows:

e A currency-specific reference portfolio (e.g. as obtained for the CCP in the context
of the LTGA) would be used as basis to determine the spread difference to the
relevant risk-free rate less the portion related to default risk;

¢ In exceptional circumstances, this adjustment may not reflect the reality of a
given market. Should this be the case, e.g. the spread of a national reference
portfolio would exceed two times the spread of the currency specific reference
portfolio and this national spread is at least 100 bps, the spread would be
additionally adjusted for that market by adding the amount that the national
spread exceeds two times the currency spread (i.e. if the currency spread is 80
bps and the national spread is 200 bps, the spread would be adjusted to 80 bps +
(200-2*80) bps = 120 bps. This additional adjustment would then be applicable
to national business only to avoid competition advantages in cross border
operations;

e The calculated spread (already excluding the portion linked to default risk) would
need to be adjusted to account for risk associated with the implementation of the
adjustment, i.e. there will not be a full application of the determined spread, but
only a 20% application;

e The impact of the measure would be determined using the own funds adjustment
approach.

The above calibration of the tool should be seen as a reference calibration. Further
analysis needs to go into final calibrations of the approach.

Further insights on the Volatility Balancer concept as well as rationales for the reference
calibration are contained in Section 9.11. In addition, Section 10.1 provides an impact
analysis with regards to the Volatility Balancer and the proposed reference calibrations
for all Member States that have participated in the LTGA.




1. Introduction and background

1.1. Background

Solvency 11

Any regulatory framework should be consistent with the nature of the regulated
business. The recent financial crisis has demonstrated that the (re)insurance business,
which is about taking risks, mutualising risks, managing risks and making a profit out of
this, demands a risk-based approach to regulation. This regulation should provide the
right incentives for undertakings to manage their risks and enhance transparency, whilst
ensuring the right level of protection to policyholders.

Insurance business is about making promises (offering contracts to policyholders that
are in line with their needs) and, most importantly, fulfilling the promises, which
therefore need to be sustainable.

Solvency Il is a regulatory project that aims at implementing an economic and risk-
based supervisory framework in the field of (re)insurance. The framework is built upon
three pillars, all equally relevant, that provide for quantitative requirements (Pillar 1),
qualitative requirements (Pillar 2) and enhanced transparency and disclosure (Pillar 3).
The pillars should be understood in close interaction with each other.

The starting point in Solvency Il is the economic valuation of the whole balance sheet,
where all assets and liabilities shall be valued according to market consistent principles.
As a result of this total balance sheet approach, any adjustment made to one of the
balance sheet items will affect the overall solvency position of the undertaking. The
market consistent approach built into Solvency Il will allow for comparing and disclosing
the elements of the balance sheet in a harmonised manner, with a positive impact in
terms of understanding and trust.

The expected value of the insurance promises is measured by the technical provisions,
which reflect the expected cost of the obligations of the undertaking towards the
policyholder, calculated through a best estimate and a risk margin. In order to ensure
the right valuation of the obligations, discounting liabilities at a risk-free rate has been
chosen to appropriately price options and guarantees embedded in the contract.

Undertakings will have to hold sufficient financial resources to absorb unexpected losses
and to cover the risks inherent to the (re)insurance business: basic own funds (excess of
assets over liabilities) and ancillary own funds (that may be called to absorb losses) will
be classified into three tiers depending on their permanent availability and their
subordination, ensuring that most resources are of the highest quality.

Capital requirements are put on top of the technical provisions in order to cover
unexpected losses, with a given confidence level of 99.5 % over a one-year time
horizon. A supervisory ladder of intervention is embedded in the system, via the setting-
up of two layers of capital, the Minimum Capital Requirement (MCR), which triggers
ultimate supervisory action, and the Solvency Capital Requirement (SCR).



Appropriate risk management requirements and incentives are included in the Solvency
Il framework, allowing for a tailored approach to the risk profile of each undertaking,
which promotes opportunities and fosters sustainability of the business. The recognition
of diversification benefits and the use of internal models are examples of this.

Since the Solvency Il project started more than 10 years ago, a number of things have
happened, in particular as a direct consequence of the recent crisis, that raise three
relevant questions:

e What makes Solvency Il the right way forward?

e Should Solvency Il be fine-tuned in any way to ensure that lessons from this time
period are rightly factored in?

e May Solvency Il affect the availability of products offered to consumers?

Firstly, rather than putting into question the validity of the project, the crisis has
underlined the urgent need for Solvency Il and its robust design, acknowledged by
external parties to the project including the International Monetary Fund (IMF) in its
review of the European System of Financial Supervision. It will not be perfect from day
one, but it contains the right elements to be a much needed upgrade compared to the
current Solvency | system, outdated in a number of elements.

Furthermore, the crisis has highlighted an important element that needs to be
addressed: volatility and its consequences. It is EIOPA’s view that volatility is a fact,
which is shown by market consistent valuation, and should be an integral part of the risk
management of companies, both as a risk and a potential business opportunity. At the
same time, if not appropriately understood, it may lead to “artificial” - in the sense of
unnecessary - consequences or actions, including supervisory action, which should be
avoided, in particular regarding short-term volatility. The simultaneous application of the
three pillars of Solvency Il will allow dealing with undesirable impacts and procyclicality.

Finally, the interaction of the three pillars of Solvency Il is of crucial importance. Market
consistent valuation puts a price to all options and guarantees embedded in the
(re)insurance products and provides management of undertakings with information on
the economic costs embedded in a product. Through sound risk management,
(re)insurers should make the best use of such information, and focus on those
guarantees that provide value to policyholders, ensuring the right balance between
economic cost and consumer willingness to pay the price, thus increasing the value of
the undertaking, ensuring the future sustainability of the business and, ultimately,
consumer protection. Through enhanced disclosure, stakeholders will reward such
behaviour. This is particularly important in the current low interest rate scenario faced by
many European players.

This sets the background for the request that has been made to EIOPA to assess a
number of measures designed to avoid undesirable impacts in the treatments of
insurance business with long-term guarantees, ensuring that such measures function
effectively in light of the principles of the internal market and ensure a level playing field
across the Union: the LTG Package.




Omnibus Il process

In the context of the Omnibus Il negotiations, Trialogue parties considered that Solvency
Il should include regulatory measures for insurance products with long-term guarantees
that may be affected by so-called “artificial volatility”.

For this, the Trialogue parties have proposed a package of measures and in July 2012,
Trialogue parties agreed that the impact of the package of long-term guarantees
measures (“the LTG package”) should be evaluated to assess the effects that the
implementation of the package will have. EIOPA has been requested to run this
assessment.

Terms of Reference to the LTGA

The exact terms and conditions of the Long-Term Guarantees Assessment (LTGA) have
been laid out in the “Terms of Reference” (ToR) agreed by Trialogue parties on 14
December 2012.

The ToR specified the scope of the assessment with regards to

e General objectives (see section 1.3 for details)

e Market coverage and composition of the sample (see section 1.5 for details)
e Measures and quantitative scenarios tested (see below for details)

e Outputs to be provided including additional analysis required by EIOPA

e Qualitative questions to participants

e Procedure and timelines (see below for details)

Measures and quantitative scenarios tested
The following LTG measures have been tested during the LTGA:

e Adapted relevant risk-free interest rate term structure (also known as the
Counter-cyclical Premium or “CCP”) — this measure is described in the non-public
Omnibus 2 draft text as of 9 July 2012 in Article 77a

¢ Extrapolation — this measure is described in the non-public Omnibus 2 draft text
as of 9 July 2012 in Article 77b

¢ Matching adjustment for certain life insurance obligations (also known as the
“Classical” Matching Adjustment or “MA”) — this measure is described in the non-
public Omnibus 2 draft text as of 9 July 2012 in Article 77c

e Matching adjustment for certain insurance obligations not covered by Article 77c
(also known as the “Extended” Matching Adjustment or “EMA”) — this measure is
described in the non-public Omnibus 2 draft text as of 9 July 2012 in Article 77e

e Transitional measures — this measure is described in the non-public Omnibus 2
draft text as of 9 July 2012 in Article 308b

e Extension of recovery period (or "ERP”, not subject to quantitative assessment) —
this measure is described in the non-public Omnibus 2 draft text as of 9 July 2012
in Article 138(4)

The following scenarios have been designed by Trialogue parties to be tested in the
quantitative assessment:



Scenarios at the reference date YE11 Scenarios at historic
reference dates

10 11 12
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existing business :

. : Transitional measure applied to paid in
- premiums onl

¢ : 31 December 2004 (YEO4) . N . . . N X 1 X

TABLE 1: SCENARIOS TESTED IN THE QUANTITATIVE PART OF THE LTGA

These scenarios are shown for information purposes. Throughout the report, there are
references to these scenarios, but EIOPA has tried to present all results in a way that is
comprehensive to readers not familiar with the scenarios.

It should be noted that for scenarios at historic reference dates, only financial market
inputs were adapted, but balance sheet composition of participating (re)insurers were
kept at YE11 levels to ensure comparability and reduce complexity.

Timelines

EIOPA launched the LTGA on 28 January 2013. Participating (re)insurance undertakings
had 9 weeks to complete the qualitative and quantitative part of the assessment.
Following validation, analysis and the drafting of the report by NSAs and EIOPA, this
report was submitted to Trialogue parties on 14 June 2013.

1.2. Disclaimer

Sources of comments in this report

This report is based on inputs received during the Long-Term Guarantee Assessment
from the industry and NSAs as well as expert views and additional analyses by EIOPA
with the support of ESRB.

In the discussion parts of the report we identify the main views and arguments
expressed by LTGA participants. At the end of each main section we identify “EIOPA’s
main observations and technical advice”.

“Adverse case” scenario YE11

The report contains a number of qualitative and quantitative analyses. The majority of
quantitative analysis is based on YE11l (re)insurance balance sheets and market
conditions. It is important to note that financial market conditions at YE11 represent an
“adverse case” scenario for (re)insurers especially in the Eurozone with the combination




of very high spreads in some markets and a low risk-free rate. Since then, market
conditions have changed considerably and accordingly the average solvency positions of
European insurers have reverted back to more “normal” levels. However, Solvency Il is a
risk-sensitive framework and therefore a significant impact of such adverse market
conditions on (re)insurers’ solvency positions is expected and intended. This is not
generally the case under the current Solvency | framework where YE11l market
conditions had a quite limited impact on average solvency positions.

Furthermore, when analysing the LTGA results it should be noted many undertakings
have not yet optimised their solvency positions based on the Solvency Il framework, but
rather based on the current regulatory regime.

Representativeness and quality of data

It should be stressed that all quantitative analysis presented in this report is based on
data provided by LTGA industry participants. EIOPA and NSAs put a lot of emphasis on
high participation rates and the need to have representative samples for this exercise.

It should be noted that the short timelines of this exercise, the overlap with the year-end
accounting processes and the complexity of the tested package are expected to have
impacted on the quality of data provided by participants. Furthermore, EIOPA’s technical
specifications allowed for certain simplifications. A number of inconsistencies and errors
have been eliminated, during the validation process performed by NSAs and EIOPA, but
some quality issues might remain given the tight timeline.

Nevertheless, all quantitative results presented in this report were checked by EIOPA,
and EIOPA is confident that overall conclusions drawn are reliable and representative for
discussions by the Trialogue parties.

Segregation of single measure effects

Looking at the impact of certain LTG measures tested, it should also be noted that the
LTGA scenarios were designed in a way that in some cases the quantitative impact of
single LTG measures could not be determined from data provided by participants. In
these cases, EIOPA needed to apply high-level assumptions to derive conclusions on the
impact of single measures. These assumptions are clearly highlighted throughout the
report.

Focus on solo undertakings and standard formula

The exercise was focussed on the impact of the LTGA package on individual (“solo”)
(re)insurance undertakings. The report does however provide qualitative insights on the
impact of LTG measures on groups and their supervision in some sections.

Finally, quantitative results relating to solvency positions displayed in this report are
based on the standard formula (SF) approach only. Internal model (IM) use was allowed
for as an optional add-on for the LTGA submissions. However, only very few participants
provided IM results besides the SF results.

1.3. Objectives

Based on the Terms of Reference, the LTGA has the following objectives:



e to assess, first and foremost, the impact of the proposed LTG package on
policyholder protection;

e to assess whether the proposed LTG package will allow supervisory authorities to
supervise insurance and reinsurance undertakings and insurance and reinsurance
groups efficiently and effectively;

e to assess whether the proposed system can be implemented efficiently and
effectively by all insurance and reinsurance undertakings and the cost of
implementation;

e to assess whether the proposed system provides the right incentives for good risk
management and wide risk diversification and contributes to the correct risk
reflection of the undertakings;

e to assess, in cooperation with ESRB (European Systemic Risk Board), the impact
on financial stability and whether the proposed system has the potential to create
systemic risks;

e to assess the impact of the proposed LTG package on the single market including
cross-border business;

e to assess the impact of the proposed LTG package on insurance and reinsurance
undertakings' solvency position and also possible competition distortions in
national markets and the single market;

e to assess the impact of the proposed LTG package on long-term investments by
insurance and reinsurance undertakings.

This report assesses each long-term guarantee measure that is part of LTG package and
a combination of those using the listed objectives. The sections relating to each of the
LTG measures and to the overall package are therefore all structured in the same way
along those objectives.

1.4. Analysis Framework

This section sets out the framework that has been applied by EIOPA to analyse the LTGA
package in the light of ToR objectives and to derive the conclusions. For each of the
objectives, EIOPA has specified the key questions that need to be answered in order to
assess the impact of the LTG measures:

Impact on policyholder protection

1. Does the application of the measure result in a realistic view on the ability of insurers
to fulfill their obligations towards the policyholders?
2. Is the impact of the measure sufficiently transparent to policyholders?

Impact on effective and efficient supervision

1. Is the implementation of the measure transparent to the supervisor and thus causes
no major challenges for the supervisory review process?

2. Does the measure enable supervisors to provide a sound supervisory judgment?

3. Does the measure give room for an inconsistent application across member states?

Implementation effort

1. How significant are the implementation efforts for the insurance industry? Does this
differ for smaller vs. larger undertakings?

2. How significant are the implementation efforts for NSAs?

3. How significant are the implementation efforts for EIOPA?




Incentives for good risk management

Does the implementation of the measure result in a proper reflection of risk?

Does the measure lead to proper risk management behaviour in the industry and
wide risk diversification? (e.g. ALM)

Is the measure sufficiently transparent to undertakings, so business decisions can be
taken in line with good risk management incentives?

Impact on financial stability and prevention of systemic risks

1.

2.

Might the measure have an impact on the investment behaviour of undertakings that
might ultimately result in a financial stability issue/ systemic risk?

Might the implementation of the measure result in systemic risk due to other effects
(e.g. cliff edge effect due to exit, etc.)?

Impact on insurance and reinsurance undertakings' solvency position
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What is the impact on all undertakings?

What is the impact on undertakings by size?

What is the impact on undertakings by type?

What is the impact on Groups?

Does the measure result in special effects on individual markets?

Does the measure result in an unfair treatment of cross-border business?

Does the measure result in a reduction of volatility of the Solvency Il balance sheet?

Impact on competition

1.

2.

What is the overall impact of the measure on the solvency position? Does this differ
for smaller vs. larger undertakings?

Are distortions in competition to be expected from the implementation of the
measure, especially also with regards to certain member state options?

Impact on Long-Term Investments

1.

Does the measure have an impact on the LTI behaviour?

Other considerations

1.
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Will the implementation of the measure negatively impact the general availability of
long-term insurance products for future policyholders?

Is the measure addressing the actual issue, i.e. is the measure effective?

What is the impact on accounting?

What are the cross-sectoral implications?

What are the reputational risks for the framework and involved stakeholders?

What are consequences of implementing the measure for Pillar 2 and 3 of the
Solvency Il framework?

1.5. Participation/ Coverage

Following the Terms of Reference, the LTGA should be based on a representative sample
of individual undertakings selected by national supervisory authorities, in collaboration
with EIOPA, and based on the following criteria:

e the sample consists of individual insurance and reinsurance undertakings;



e for each Member State the sample is representative of the national market, in
particular in relation to the nature, size and complexity? of undertakings; the
sample should also be representative in relation to the insurers that are affected
by the proposed long-term guarantee measures;

e in relation to life business, the sample should cover at least 50% of the market of
each Member State, calculated according to technical provisions (TP);

e in relation to non-life business, the sample should cover at least 20% of the
market of each Member State, calculated according to gross written premiums
(GWP)3, and should in particular capture non-life obligations most affected by the
proposed LTG package®;

e the sample allows separate results to be derived for different national markets,
and for undertakings of different nature, size and complexity.

EIOPA interpreted the coverage targets as follows:

e in relation to life business, the 50% coverage should relate to the most affected
life business estimated by all life TP excluding unit-linked business.

e in relation to non-life business, the 20% target should relate to the most affected
non-life business estimated by non-life annuity TP.

The below table provides an overview of actual market coverage for the different
participating Member States.

2 In particular the sample should be representative in relation to the type of undertaking (life insurance
undertaking, non-life insurance undertaking, reinsurance undertaking) and the market concentration.

3 To the extent practicable, EIOPA had the possibility to replace this volume measure by the technical
provisions, possibly restricted to those technical provisions that cover liabilities with an average duration longer
than a specified threshold.

4 Including annuities stemming from non-life insurance business (e.g. workers' compensation) and health
insurance similar to life insurance business.




Market coverage (all business) Market coverage (LTG relevant business)
Country L NL Country L NL

AT 87% A7%| AT 83% n/a
BE 71%) 64% BE 70% 85%
BG 55% 0% BG 57% 0%
CY 80% 48% CY 88% n/a
DE 78% 49% DE 79% 28%
DK 45% 35% DK 53% 35%
EE 79% 0% EE 94% 0%
ES 61%) 52% ES 63% n/a
Fl 84% 72% Fl 80% 68%
FR 66%0| 32% FR 66% 53%
GR 93% 49% GR 91% n/a
HU 47% 72% HU 51% 39%
IE 30% 7% IE 56% 50%
IT 66% 55% IT 71% n/a
LI 43% 0% LI 68% 0%
LT 97% 0% LT 97% 0%
LU 34% 0% LU 62% 0%
MT 29%| 0% MT 100% 0%
NL 88% 51% NL 87% n/a
NO 82% 42% NO 85% n/a
PL 87% 72% PL 88% 71%
PT 95% 93% PT 92% 97%
RO 60%0| 33% RO 50% n/a
SE 63% 46%0) SE 64% n/a
Sl 64%0 49% Sl 67% n/a
SK 83% 0% SK 89% 0%
UK 38% 0% UK 65% 0%
Total 59% 25% Total 70% n/a

TABLE 2: MARKET COVERAGE BY MEMBER STATE FOR ALL BUSINESS AND FOR LTG-RELEVANT BUSINESS ONLY
SPLIT INTO LIFE (L) AND NON-LIFE (NL)

All listed Member States fulfiled the 50% life coverage target for the LTG relevant
business. Average life market coverage across participating Member States is 59%
relating to all life business and 70% relating to LTG relevant business (weighted by TP).

Regarding non-life coverage, a number of NSAs decided not to include non-life
undertakings in the LTGA sample as LTG-relevant non-life business is either insignificant
or non-existent in their markets. All Member States that have non-life businesses
participating in the exercise did fulfil the 20% TP target for LTG-relevant non-life
business though in some cases the exact split of TP into the LTG-relevant and non-
relevant part was not possible (marked with “n/a” in the table above). Average non-life
market coverage across participating Member States is 25% relating to all non-life
business (weighted by TP).

Results for the following Member States are not presented in this report:

e Czech Republic: Only one undertaking provided results to the Czech supervisory
authority. For confidentiality reasons, the respective industry input is therefore
not included in this report. However, qualitative inputs by the NSA are included.

e Latvia/ Iceland: The life insurance market is very small and LTG business is
insignificant.

Further acceding and candidate countries did not participate.



Repartition of the 427 participating undertakings

H Life
H Composite
 Non-Life
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FIGURE 1: PARTICIPATING UNDERTAKINGS BY TYPE

The above figure indicated that in total 427 (re)insurance undertaking participated in the
quantitative part of the exercise including 211 life, 142 non-life, 65 composite and 9
reinsurance undertakings.

Breakdown of participating undertakings by size

W Large
| Medium

wsmall

FIGURE 2: PARTICIPATING UNDERTAKINGS BY SIZE

The composition by size of undertakings® is very balanced and EIOPA is particularly
satisfied with the share of medium size and small undertakings that managed to
participate in the exercise. Furthermore, 55 mutual undertakings were part of the
sample.

> IFRS definitions have been applied to distinguish small, medium and large undertakings.




LTGA data per scenario filled
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FIGURE 3: NUMBER OF PARTICIPATING UNDERTAKINGS BY QUANTITATIVE SCENARIO

The above figure shows that for some of the tested scenarios, the coverage is quite low,
especially for scenarios 4, 7 and 9. However, the main reason for this is the non-
applicability of the tested measures in case of scenarios 4 and 7, respectively a mix of
technical complexity and non-relevance of the tested measure in case of scenario 9. For
the historical scenarios 10-12, the coverage is generally lower than for the YE11
scenarios because of the “best efforts” nature of the exercise and the fact that most
participants prioritised YE11 scenarios over the historical ones.




2. Situation without the LTG Package

This section presents the expected impact on participating undertakings at YE11 in case
the LTG package would not be applied.

It should be noted that the tested scenario without LTG measure (scenario 0) does
explicitly not represent a policy option for the Trialogue, but it was requested by
Trialogue parties in order to provide a neutral starting point for assessing the impact of
the LTG measures, i.e. it is included for technical purposes only.

In the tested scenario O no CCP (vs. scenario 1 CCP= 100bps), no MA (vs. scenario 1:
MA allowed), no EMA (vs. scenario 1: EMA-1 allowed) and no transitional measures
apply. Furthermore, the extrapolation for the Euro and pegged currencies uses a last
liquid point of 30 years (vs. scenario 1: 20 years) and a convergence period of 40 years
(vs. scenario 1: 10 years) which is roughly in line with the approach tested at the last
quantitative impact study conducted for European (re)insurers, i.e. QIS5. For all other
currencies, the curve in scenario 1 uses a convergence period of 10y. For the GBP the
LLP was 50 years both in scenario O as well as in scenario 1.

Risk-free rate for Euro scenario 0 vs scenario 1 at YE11
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FIGURE 4: RISK-FREE RATE CURVE COMPARISON SCENARIO O AND 1 FOR THE EURO
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FIGURE 5: RISK-FREE RATE CURVE COMPARISON SCENARIO O AND 1 FOR THE GBP

For the entire LTGA sample, the described scenario O at YE11l results in a weighted
average MCR coverage ratio of 207% (SCR: 77%) with an MCR surplus of 136 BN€
(SCR: -90 BN€). It should, however, be flagged that these results are negatively
impacted by the fact that (a) the sample only covers 25% of the non-life market while it
covers 59% of the life market, and (b) the sample is dominated by LTG business which
was most affected by the YE11 financial distressed market conditions. In the case of the
Euro, an additional factor is the change from 30 years LLP to 20 years, which is more
favourable as currently the last forward rate in the LLP is below the selected UFR. These
caveats are also valid for all further analysis provided in this report.

Looking at the life sample (including composites) only, the weighted average MCR
coverage ratio is 132% (SCR: 53%) with an MCR surplus of 31 BN€ (SCR: -145 BN€).

The following figures provide the distribution of SCR and MCR ratios for all participating
Member States separately for the entire sample and for the life sample (including
composites). In roughly 30% of the Member States (each one represented as a block in
the graphs below), the average life MCR ratio is below 100% in scenario O.
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FIGURE 6: MCR AND SCR RATIO DISTRIBUTION BY MEMBER STATE IN SCENARIO O, ANONYMISED (TOTAL
SAMPLE AND LIFE INCLUDING COMPOSITE)

When looking at the MCR and SCR ratio distribution of participating undertakings, more
than 40% of the sample is below a 100% SCR ratio.
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Scenario O in combination with the “adverse” case situation of YE11l illuminates that
suitable LTG measures are needed to stabilise solvency positions as part of the Solvency
Il framework. A number of the companies not meeting the MCR or SCR in this scenario
under YE11 conditions would clearly meet these targets under YE12 conditions®, i.e. only
one year later. This mainly relates to undertakings where the issues were driven by high
spreads as these have come down significantly since.

¢ Based on qualitative input from NSAs.



3. Adapted relevant risk-free interest rate term structure
(CCP)

3.1. Purpose of the measure and highlights of the tested approach

The adaptation of the risk-free rate curve (also called counter-cyclical premium or CCP)
has been designed to reduce the impact of short-term volatility on the Solvency Il
balance sheet during stressed situations of financial markets, most notably crises related
to high spreads. At the same time, CCP aims at preventing pro-cyclical behaviour of
insurance undertakings in those situations, mainly related to forced sales of distressed
assets. As in the current design, the CCP is considered to be a short-term tool for
temporary and exceptional financial market stresses. The triggering of the CCP is
therefore expected to be of a discretionary nature.

The CCP represents a portion of the spread between the interest rates that could be
earned from assets included in a representative portfolio that insurance undertakings are
invested in and the risk-free rate. The CCP is the portion of the spread that is not
attributable to a realistic assessment of expected losses or unexpected credit risk.

During the LTGA, two options with regards to the determination of the representative
portfolio have been tested with add-on technical analysis by EIOPA: (a) the
representative portfolio links to the average insurance market portfolio of the currency
area (the “currency option”), or (b) it links to the national insurance market portfolio
(the “national option”). Further technical details on the CCP calibration approach applied
for this assessment are to be found in the appendix to this report.

In practice, the CCP is added on to the risk-free rate term structure once the measure
has been triggered by supervisory authorities due to exceptional financial market
conditions. Further considerations regarding the potential triggering mechanism are also
to be found in the appendix to this report.

Other highlights of this measure: the application is optional for undertakings, the impact
of CCP application needs to be publicly disclosed, the measure will stay enacted for at
least 12 months once it is triggered, its application should not be anticipated by
undertakings and it is associated with a capital charge that reflects a full loss of the CCP
within the next year.

The approach chosen for the impact assessment has been to test the quantitative impact
of three default levels of CCP: 100 bps, 50 bps, and 250 bps (scenarios 1-3). The impact
of actual CCP values calibrated based on currency area and national specific reference
portfolios, has been determined in an add-on technical analysis by EIOPA.

3.2.  Impact on policyholder protection

General assessment

While some NSAs pointed out that a less volatile Solvency Il balance sheet stemming
from a CCP application would be beneficial to policyholders, others raised the concern
that resulting lower levels of technical provisions will ultimately decrease the quality and




degree of policyholder protection. It was also flagged that a symmetric mechanism might
do more for policyholder protection rather than relief in crisis situations only.

EIOPA generally shares the concerns raised in terms of lower levels of technical
provisions, but also sees the need to clearly distinguish between a short-term crisis
measure and more permanent add-ons to the risk-free curve. As the CCP is intended to
be a short-term crisis measure only, it might be acceptable in order to avoid severe
supervisory intervention on large parts of the insurance market in situations when this
would not be appropriate.

Potential long-term application

In case of an extended period of CCP application, the measure is generally perceived as
being detrimental to policyholder protection as its effect could be to “hide” structural
difficulties and potential insolvencies. Looking at the results of CCP calibrations for YEQ9
through to YE12 as provided in section 3.7 creates the impression that the measure
might have been triggered continuously throughout that period in most Member States.
However, related to this it should be said that the LTGA calibrations of the CCP should
not be seen as the final ones.

On the other hand, it should be kept in mind that the triggering mechanism is not a
purely mechanical one and that it involves a significant amount of judgement by
supervisors which could overcome the risk of a more permanent application.
Nevertheless, the need for a smooth phase in and out will in many cases result in an
application of the measure for more than 12 months (as the currently envisaged
minimum period).

Disclosure requirement

As a counter balance to the concerns described above, it should be pointed out that the
CCP effect on (re)insurers’ solvency positions will need to be publicly disclosed, thereby
providing some degree of transparency on potential structural difficulties linked to a
longer application of the measure. While policyholders will most likely struggle with
properly interpreting the two different sets of solvency numbers provided by (re)insurers
applying the measure, the disclosure requirement is expected to create considerable
peer pressure in the market and therefore discourages any potential abuse of the
measure by market participants.

3.3. Impact on effective and efficient supervision

Collective supervisory tool in certain crisis situations

The existence of a CCP mechanism can avoid severe supervisory intervention on large
parts of the insurance market in situations when this would not be appropriate due to
the short-term nature of the event triggering the solvency issue. The advantage of this
measure over other crisis measures (e.g. the extension of the recovery period) is that it
is a collective tool which makes it applicable to the entire currency area respectively
national market once it is triggered.

However, this crisis measure versus other potential Pillar 2 measures, such as the
extension of the recovery period, mainly focuses on spread-related crises. The measure
is designed to tackle short-term volatility but does not aim at mitigating the effects of



other types of crisis that might negatively impact long-term insurance business, e.g. low
interest rate environment or real estate bubbles.

Comparability

Another positive aspect of the collective nature of the CCP is that the measure is
consistently applied across (re)insurers within a national respectively currency area
market. Therefore, results of undertakings applying the measure are fully comparable
and not impacted by undertaking-related supervisory discretion or specificities. In
addition, the full disclosure of the CCP impact facilitates the comparison of solvency
across the entire market including the undertakings not applying CCP.

In some cases, the effectiveness of supervision could, however, be impacted as the non-
undertaking related calibration of the measure might not necessarily reflect company
specificities. This could happen in both ways, i.e. companies less affected by the crisis
than the market average benefit while companies more affected than market average
might still not meet capital requirements and therefore supervisory action needs to be
triggered.

Effectiveness of currency versus national CCP option

The effectiveness of the measure might be significantly lower in case only the currency
option, i.e. where the representative portfolio used for determining the CCP is linked to
the average insurance market portfolio of the currency area, is implemented rather than
the national option or a combination of both.

In the Euro area, this mainly relates to the fact that government bond portfolios of
(re)insurance undertakings usually have a strong “home bias” and that the level of
government bonds spreads might vary quite significantly across national markets as was
the case at the YE11 reference date. The flip side of implementing a national option in
the Eurozone is the fragmentation of markets and the resulting complexity of the CCP
treatment for cross-border business which would not exist with a currency option where
the level of CCP would be linked to the currency of obligations.

For all Member States, but mainly smaller ones, the fact that larger parts of the
investments portfolios of (re)insurers might be in other than the national currency would
result in a reduced level of the currency CCP option. This is due to the technical
restriction of the currency CCP option. For a national CCP, investments (and related
spreads) denominated in any currency could be included in the calibration of the
measure which overcomes this issue. Another solution to explore might be an adaptation
with the conceptual and scope of the national adaptation, but whose weights and
spreads would be based on those assets expressed in the local currency of the
undertakings covering contracts in the same currency (i.e. with no currency mismatch).
This solution is not free of drawbacks but covers the target of the national adaptation
and at the same time prevents encouraging currency mismatching between assets and
liabilities.

To summarise, while the tested currency option of the CCP seems more aligned with the
European spirit of the Solvency Il framework, it seems to result in a limited effectiveness
for some Member States, most notably those with high government spreads and/ or high
proportion of investments in foreign currencies.




Current design of the measure

Some NSAs mentioned that the current calibration of the CCP risk sub-module (100%
shock under the SCR calculation) and its correlation with other risks may largely offset
the benefit to the solvency position provided by the use of the CCP for the valuation of
the liabilities. Thus, it reduces the efficiency of the measure. This mainly refers to life
companies with a low level of diversification within the market risk.

On the other hand, since a CCP reduction means a material risk, it cannot be ignored in
the calculation of the SCR in accordance with the Solvency Il Directive. Furthermore, the
impact on the final SCR of the SCR CCP risk sub-module is reduced due to loss
absorbency capacity of technical provisions (around 30% of reduction in QIS5) and the
effect of diversification.

Functioning of the triggering as a key driver to effective supervision

Though the CCP can be a very effective supervisory tool, the actual effectiveness
strongly depends on a smooth triggering process by supervisors in times of financial
market distress. While supervisors can control the general procedural element to this,
i.e. quick reaction time and continuous monitoring of the situation, there is also a strong
political and financial stability element to the triggering. This is especially the case when
the crisis relates to high government bond spreads in certain markets as was the case
for the YE11 reference date. Given the risks of self-fulfilling mechanisms and the risks of
aggravating crisis situations, EIOPA considers it necessary to assess whether in such a
situation it is possible to guarantee a timely activation of the adaptation, and thus
whether it is realistic to expect that such tool can be an efficient supervisory tool.

In scope of the LTGA exercise, EIOPA also investigated the design of a set of financial
market indicators which could be used to support a decision for activating and
deactivating an adaptation to the risk-free rate as set out in the framework for the LTGA.
EIOPA’s analysis suggests that such set of financial market indicators is best based on
different types of time series: primary indices, supportive indices, complementary
indices and real economy indices. Further details can be found in the appendix to this
report.

Potential complexities resulting from a CCP application

In some cases the effectiveness in supervision of undertakings in breach of the SCR or
MCR could be reduced as it may be more difficult to transfer a portfolio of insurance
obligations for which the level of technical provisions has been reduced as a result of the
CCP application. For supervision at group level, it is likely that, as for other LTG
measures, the complexity of a group valuation framework where different levels of CCP
apply to obligations denominated in different currencies or situated in different national
markets can have an impact on the effectiveness and efficiency of group wide
supervision as complexity is increased.

The determination and monitoring of the set of financial market indicators which could
be used to support a decision for activating and deactivating an adaptation to the risk-
free rate for all relevant currencies on a permanent basis is not necessarily a simple
process. The level of complexity and implementation efforts required by EIOPA as well as
undertakings is illustrated by outlining the main features of such a set of indicators that
EIOPA’s analysis suggests as desirable: regarding the primary indices, the development
of these time series would be directly linked to the market value of assets held by



(re)insurance undertakings, while some other time series could be used as supportive
information to cross-check such an analysis. Additionally, composite indicators of
systemic risk can furthermore be used to complement the presentation of the results.
Finally, it is recommended to compare the findings resulting from the analysis of
financial market developments against time series from the real economy which could
signal a crisis situation.

When applying such a set of financial market indicators, it is of course recommended to
re-assess, over time, the explanatory power of the set of indices used for the analysis.
Firstly, insurance undertakings’ portfolios might change as, for instance, additional asset
classes become more important. Secondly, future financial crises might reveal new
patterns of shock transmission, so that the addition of new primary and supportive
indices would be needed to complete the analysis.

3.4. Implementation effort

For industry

Relating to the LTGA

In terms of resources dedicated to aspects of the technical specifications for the LTGA,
undertakings reported that the CCP was relatively straightforward to implement given
the simplified approaches tested in the LTGA.

Relating to the real implementation of the CCP

Overall, from an industry perspective, the CCP is regarded as the least resource
consuming element compared to other LTG measures tested. As any other measure
functioning as an adjustment to the basic risk-free curve, efforts are required for
recalibrating Economic Scenario Generators (ESGs). These ESG adjustments would
become more complex in cases where different CCP adaptations would apply, i.e. at
Group level or potentially for cross-border business, or in cases where CCP and other
LTG measures that result in adjustments of the basic risk-free rate, would apply at the
same time. Industry participants indicated that it would be crucial that any application of
a CCP is communicated in a timely manner to ensure a smooth implementation. For the
same reasons, a number of industry participants would be in favour of a predictable CCP
mechanism.

Once activated, the CCP itself would not take up much additional ongoing resources and
costs to maintain in the current valuation models. However, depending on the
organisational structure of undertakings, additional efforts might be required at group
level and at local level to align maintenance efforts.

For NSAs

It is generally expected that the supervisory review process would require additional
resources to review the correct application of a CCP and to ensure that undertakings do
not anticipate the application of a CCP (tough this was seen as very difficult to
implement by NSAs). In addition, further costs and resource requirements would arise
from the continuous monitoring of representative portfolios as well as financial market
conditions in order to determine the appropriateness of activating a “national” CCP.




Moreover, it is also expected that additional process activities and coordination
procedures will need to be established between EIOPA and NSAs to ensure consistent
and smooth calibration and triggering processes for national and currency area CCPs.

In comparison to other LTG measures, the application of a CCP would, however, not be
the most resource intensive area of supervisory review.

For EIOPA

Relating to the LTGA

EIOPA did face a number of technical challenges in calibrating the CCP levels for the
assessment. The main issues related to the need for clarifying the framework and
making it operational as well as to the insufficient quality and granularity of information
collected respectively provided during the LTGA exercise. However, EIOPA would expect
that these problems could largely be overcome in the future.

Further details on the described challenges related to the CCP calibrations are provided
in the appendix to this report.

Relating to the real implementation of the CCP

It is anticipated that EIOPA shall play a relatively strong role with regards to the
potential application of the CCP measure which also implies significant implementation
efforts for EIOPA. This mainly links to

e a one-off effort in defining consistent CCP formula calibrations and triggering
approaches (and potential later reviews of this) — EIOPA has already started this
work in the context of the LTGA, more detailed insights can be found in the
appendix to this report;

e the continuous tracking of the representative portfolios for the activation
mechanism as well as feeding and monitoring the indicators based on market data
and the synthetic indices for all currencies and on a permanent basis in a way
that allows for an effective decision of activation to be made in timely manner in a
crisis situation;

e the coordination of triggering and phase-out activities across all Member States
(including the triggering agreement on the national option).

From EIOPA’s perspective, the CCP is the most resource consuming of the tested LTG
measures. However, EIOPA would not see this being a major hurdle for the
implementation of the measure.

3.5. Incentives for good risk management

Some participating undertakings either stated that the CCP would have no impact on
their risk management behaviour or that without a CCP (or alternative measures) their
risk management might be negatively affected by discouraging long-term bond holdings.
Other undertakings emphasised that a CCP (but possibly also other LTG measures), may
impact negatively on their risk management and hedging strategy. In essence this would
be due to a possible divergence between on the one hand the assumptions used in the
Pillar 1 regulatory approach and on the other hand the undertakings’ own views as to
market consistent assumptions. For instance, a balance sheet which is hedged on an
‘economic’ basis will not be hedged on a basis where the CCP applies.



The majority of participating supervisors felt that the application of CCP has no direct
risk management implications as it is independent of individual investment choices by
undertakings. However, some NSAs are concerned that the current CCP concept might
incentivise increased holdings of bond-like assets over other investments such as
property and equities resulting in less diversification within investment portfolios.

It should also be flagged that the implementation of national CCPs might further
incentivise increases in holdings of national government bonds by (re)insurers in
Member States with high government bond spreads.

Potential attempts to align investment strategies with the CCP representative portfolio
was an aspect also mentioned by several LTGA participants that proposed an
undertakings specific measure instead.

3.6. Impact on financial stability and prevention of systemic risks

Stabilizing effect

The adaptation to the relevant risk-free term structure is intended to respond to the
increased volatility in market prices in times of stressed market conditions. By increasing
the stability in own funds, insurance undertakings under strain may be less inclined to
sell assets they would otherwise have not kept on their books, thus also preventing
contagion effects. Therefore, financial stability is one of the key aims of the measure.

A number of industry participants responded that out of the LTGA measures, the CCP
best serves the purpose of reducing “artificial volatility” in the own funds. It was,
however, also highlighted that the design of the measure will be crucial. They also stated
that one advantage of the measure was that it applies to all business as opposed to e.g.
the MA which is linked to strict liability criteria. However, undertakings argued that the
measure needs to be predictable as they will not be able to benefit from the measure if
the actions they take have to be based on the assumption that the regulator may not
trigger the measure.

On the other hand, some industry participants as well as some NSAs raised the concern
that the CCP may create “artificial stability”, thus creating a false sense of security for
management of undertakings (and regulators) eventually leading to the situation where
no mitigating actions are taken, thus risking a destabilisation of the insurance sector. To
reduce this potential effect, a transparent disclosure to the financial market may help
(i.e. establishing a mechanism that requires insurers to reflect the effect of the measure
over time).

Not an all-round crisis tool

It was also highlighted by participants that the CCP does not solve the challenges of e.g.
a low interest rate environment. While this sort of crisis might not have similar contagion
effects to financial markets compared to a potential collective sale of distressed bonds,
supervisors will still need suitable tools to address this sort of exceptional situation
because it harms the financial stability within the insurance sector.

Triggering challenges

In the view of NSAs, EIOPA and the ESRB, the announcement of a CCP, and thus the
implicit recognition that markets are in a temporary and exceptional stressed situation is




a particularly delicate issue, especially when the distress is linked to government bonds.
The triggering may result in a self-fulfilling prophecy, thus causing problems that the
measure intended to prevent in the first place. The situation becomes particularly
complicated in the Eurozone, where countries share the same currency but the
development of the national markets can significantly differ.

Supervisory participants also raised the risk that what is perceived as short-term
fluctuations on the financial markets (and thus implying the application of the CCP) may
turn out to be forebodings of structural change in investment returns or credit risk. This
also means that a fully mechanic triggering mechanism might not be suitable for a crisis
tool as these sort of trends can only be identified by including an appropriate portion of
expert judgment in the triggering process.

Asymmetry

Some participants pointed out that as a financial stability tool the CCP’s asymmetric
nature limits its utility to periods when markets are undervalued without addressing
periods where markets are overvalued. Current proposals may prohibit insurers from
‘pricing in’ the CCP, but cannot prevent it from influencing their risk appetite more
generally. Without some symmetric mechanism working on the upside to address this,
this could result in insurers adding to system-wide exuberance in upturns and risk
under-capitalisation in subsequent downturns with adverse consequences for the system
as a whole.

3.7. Impact on (re)insurance undertakings' solvency position’

3.7.1. All undertakings

Results of the CCP calibration work by EIOPA

For the LTGA, EIOPA has derived in accordance with the Terms of Reference the
adaptation to the risk-free term structure per currency and per national market for the
tested reference dates. In the appendix to this report, all the details about the CCP
values for different reference dates, the methodology and the assumptions used are
detailed.

The calculation of the adaptations has been carried out by EIOPA during the technical
assessment, in line with the provided LTGA framework and based on portfolio data
provided by LTGA participants and supplemented by information provided by NSAs as
described in the appendix to this report.

It will be necessary to update the performed LTGA CCP calculations once the insurance
business where the matching adjustment applies is defined in a precise manner as this
will impact the composition of the representative portfolios (both measures cannot apply
to the same obligations).

The adaptations per currency and per national market are shown in the following tables
alongside the applied weights for government and corporate bonds. Please see the

7 It should be noted that all analysis shown in this section is based on the “Base scenarios” of the LTGA, i.e.
undertakings have applied the following LTG measures alongside the CCP: the “classical” MA Standard version,
the Extended MA Standard | version, and a 10 years convergence speed with regards to extrapolation.



appendix for a proper interpretation of the following tables. Weights and spreads are
based on the investment portfolios of insurers in the respective Member States which
might partially lead to values that do not seem directly intuitive.
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Based on the above presented CCP levels and the quantitative submissions by
undertakings (especially with regards to scenarios 1-3), EIOPA has performed additional
analysis to estimate the impact of the “real” CCP levels at the respective reference dates
as presented later in this section.

In addition, NSAs have been asked whether according to their judgment a CCP would
have applied at end 2011 and 2012. Responses considerably vary across jurisdictions. It
is both a reflection of the economic situation the countries are in, the specific investment
style of the local insurance undertakings and different perspectives of the events that
would justify the triggering of such a measure.

CCP impact on Best Estimate

The graphs below show the variation of the Best Estimate (BE) relative to the duration of
liabilities.® The analysis provides the overall impact in terms of Best Estimate stemming
from the CCP linked to the duration of liabilities.
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As expected, the application of a higher CCP is generally reflected in a lower amount of
BE. The graphs also show that the impact on BE is positively correlated with the duration

8 The Best Estimate used for this purpose is the total BE of the CCP scenario concerned. The duration
considered in this analysis is the one stemming from scenario 1 calculations (CCP=100 bps).



of BE (i.e. on average a higher BE decrease can be observed for liabilities with longer
durations).

Determining the BE impact of not applying a CCP versus applying a CCP was not possible
based on the LTGA submissions.

CCP impact on solvency ratios

Figure 10 and Figure 11 display the change in SCR ratios by Member State comparing
the three tested default CCP levels. It confirms that in most Member States the
application of a CCP positively impacts SCR ratio levels. However, in several jurisdictions
the ratio impact of higher CCP levels is negative. This relates to the fact that higher CCP
does on one hand result in lower BE thus higher Own Funds (OF), but on the other hand
the SCR capital charge for CCP risk might increase over-proportionally at the same time.
Further insights on this issue will be provided later in this section.
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Figure 12 provides estimates of the impact of “real” CCP levels of different Member
States for YE11l for the national as well as the currency option of the measure. The
impact of these “real” adaptations on the solvency position of the undertakings for YE 11
has been performed making simple linear assumptions for surplus and SCR by
comparing the CCP level with the results of the closest CCP scenarios (in terms of CCP
level) tested in the exercise.

The results should not be treated as the “true” impact of CCP but they give a solid
directional indication of a scenario where the national CCP (or the currency CCP) would
have been applied simultaneously by all undertakings.

The national and the currency CCP have been assumed to be applicable to all relevant
insurance obligations (including cross-border business) and all insurance undertakings
(including those that might not have opted for applying the measure).
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FIGURE 12: SCR RATIOS AT YEL11 WITH APPLICATION OF NATIONAL AND CURRENCY CCP LEVELS

In the absence of reliable data for the solvency position without a CCP by Member State,
no real conclusion can be drawn on whether the tested CCP mechanism on a “standalone
basis” is effective for the Member States in terms of SCR ratio impact. The analysis
showing both adaptation effects leads to a clear conclusion for one Member State, GR,
where the national CCP has been considerably more effective than the currency CCP
bringing the average SCR ratio above the 100% line, while the currency CCP fails in such
a goal. In all other MSs, both adaptations performed rather similarly (i.e. either none of
the options or both have achieved the goal of bringing the average SCR ratio above the
1009% line).

As a general indication, the following graph shows the situation where the maximum of
the two devices would have been applied in each Member State.
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FIGURE 13: MAXIMUM SCR RATIO OF YE11l NATIONAL AND CURRENCY CCP

It should be kept in mind that a comparability of the presented solvency ratios across
Member States is not useful mainly as some of them have widely applied the Matching
Adjustment in the tested CCP scenarios and others have not. Furthermore, the general
caveats of results linking to this exercise apply as laid out in Section 1.1 including
varying market coverage.

Determining the SCR impact of not applying a CCP versus applying a CCP was not
possible based on the LTGA submissions and the complex effects of the measure on a
number of balance sheet and SCR items.

CCP impact decomposed

The graphs below decompose the effect on the solvency ratio into the surplus/ own
funds effect and the SCR effect.
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FIGURE 14: MOVEMENT OF OF FOR SCEN 1 VS SCEN 2 AND SCEN 3 VS SCEN 1

As already indicated above, a higher CCP does in all cases result in a lower BE and
consequently in a higher level of OF.
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However, on the SCR side, the CCP risk in many cases becomes the dominant market
risk which results in a limited ability of undertakings to reduce the CCP capital charge by
the means of diversification. On the other hand, the application of the CCP can result in
a relatively large impact on deferred tax positions and future discretionary benefits which
are both used as risk mitigating instruments for capital requirements i.e. tend to offset
parts of the CCP risk impact. It should be noted that an increase in the CCP level also
entails several other side effects on the SCR calculation of other risk modules (e.g. lapse
risk, interest rate risk, spread risk). All these effects render an assessment on the SCR
impact of the CCP as such quite challenging.

In order to assess to what extent the capital requirement for CCP risk offsets the capital
relief which the measure provides; different calibrations of the CCP risk sub-module are
tested below.

CCP risk sub-module

The table below shows the impact of different CCP sub-module plus correlation
assumptions on the solvency position (SCR, Eligible OF, SCR Ratio, Surplus) of the
average LTGA sample. The first four rows relate to a CCP application of 50 bps, the next
four to 100 bps and the last four to 250 bps.

[EU Sample] All Sub-sample LTG NoCCPrisk  65% and 50% correl] 50%correl  65% of risk
scr (50 bp) 324,783 82.4% 267,692 254,583 252,521 256,205 260,384
eof (50 bp) 416,813 83.6% 348,402 347,799 347,815 348,044] 348,133
Ratio (50 bp) 128% 130% 137% 138% 136% 134%
Surplus (50 bp) 92,030 80,710 93,216 95,294 91,838| 87,748
scr (100 bp) 326,512 82.4% 268,927 231,236 237,080] 252,809 248,938
eof (100 bp) 463,887 83.7% 388,464 387,498 387,882 388,183| 388,082
Ratio (100 bp) 142% 144% 168% 164% 154% 156%
Surplus (100 bp) 137,375 119,537, 156,263 150,802| 135,374 139,144
scr (250 bp) 369,781 82.0% 303,261 196,399 236,403 284,967| 251,677,
eof (250 bp) 558,993 83.6% 467,106 465,127 466,615 466,940 466,781
Ratio (250 bp) 151% 154% 237% 197% 164% 185%
Surplus (250 bp) 189,212 163,845 268,728 230,212| 181,973 215,103

TABLE 5: SENSITIVITY ANALYSIS OF YE11 CCP IMPACT WITH DIFFERENT CALIBRATIONS OF THE CCP SuB-
MODULE (NO CCP RISK AND 65% CCP RISK) AND CHANGED CORRELATION ASSUMPTIONS (50% WITH
SPREAD RISK)



For the entire sample, the benefit of completely removing the CCP sub-module in terms
of solvency ratio for a CCP of 100 bps would be around 22 percentage points. (168%-
144%)

Impact in case of a restriction to liabilities with a duration > 7 years

It should be noted that the LTGA submissions did not enable EIOPA to provide
quantitative insights into the impact that the CCP application would have in case it were
restricted to liabilities with a duration of more than 7 years only.

However, based on qualitative NSA input it seems that in a number of Member States
the impact of such a tool would be very limited as a large part of liabilities even in life
business have shorter durations. Highest average durations of liabilities have been
generally observed in central and northern Europe where the spread issue at YE11 was
also less relevant than in other Member States.

Furthermore, several NSAs pointed out that in case the measure was applied only to
liabilities with duration higher than 7 years, this would pose the problem of splitting the
liabilities by duration and the use of different risk-free rates for “with profit contracts”
backed by the same (legally) identified asset portfolio.

3.7.2. Undertakings by size

No special observations have been made in relation to different impacts of the CCP
linked to the size of the undertakings.

3.7.3. Undertakings by type

Life undertakings

Given the sample composition with a strong focus on life business and the described
effect of the CCP impact being larger for long-term business, the below charts on life
business impacts largely mirror the effects that have already been seen for the overall
sample in the section above.
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Non-Life undertakings

As opposed to the effect seen for Life business, the impact of a higher CCP on the SCR
ratio is positive throughout the entire LTGA sample. This is related to the possibility of
non-life undertakings to diversify away a significant part of the CCP risk charge with
non-life risks.
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Composites

For Member States where composite insurance undertakings play a significant role, the
picture overlaps quite significantly with the analysis presented for the entire sample
earlier in this section. (see Figure 12)

3.7.4. Group aspects

There may be some additional complexity relating to the application of the CCP at group
level compared to solo level, especially if different CCPs would apply at group level for
the same currency across subsidiaries (i.e. if national CCPs apply). It was furthermore
mentioned by industry participants that an unpredictable CCP tool might pose a risk of




delays in the Solvency valuation process at group level as this could only start once all
different CCP triggering decisions across the relevant jurisdictions have been taken.

3.7.5. National market insights

The impact varies by Member State depending on the level of the CCP and liability
profiles.

3.7.6. Cross-border business

No particular provisions for the CCP application on cross-border business have been
provided. This means that the CCP was applied to all insurance obligations, regardless of
the currency of obligations or of the share of obligations sold outside the national
market. For this reason, it is difficult to provide insights on the impact of the CCP
measure for cross-border business.

However, in some Member States (e.g. LI, LU, IE, EE) and in some types of undertakings
(e.g. reinsurers) cross-border business presents a significant part of the overall
business. Applying any national CCP adaptation to their cross-border business could
result in regulatory arbitrage. As the currency adaptation is linked to the currency of
liabilities, this would most likely apply for cross-border business, but it is not yet clear
how undertakings would treat liabilities written in a mix of currencies, i.e. whether they
would need to apply several currency CCPs.

3.7.7. Sll balance sheet volatility

The CCP was ranked by some LTGA participants as the best of the tested LTG measures
to reduce the short-term volatility in case it could be made operational, especially for
those Member States where the Matching Adjustment has not been applicable due to the
strict eligibility criteria.

Based on analysis of the assessment results, the CCP is a tool which could reduce the
volatility of Own Funds and Capital Surplus in distressed financial market situations.
However, as indicated this effect can only be achieved with a well-functioning triggering
mechanism and a smooth phase-out of the measure thereafter. Any sudden trigger of
the CCP increases the short term volatility of Own Funds.

3.8. Impact on competition

EIOPA sees three potential sources of competitive distortions linked to the application of
the CCP relation to unfair treatment of:

e Undertakings in one market where any type of CCP applies;
e Member States in the Eurozone if no national CCP would apply;
e Cross-border business in case a national CCP would apply.

Undertakings in one market where any type of CCP applies

As the CCP is based on a market average reference portfolio, it is quite likely that the
CCP adaptation will provide unfair relief to the different undertakings within a market
applying the same level of CCP. However, given the need to disclose the CCP impact it
seems reasonable to assume that mainly undertakings that really need a CCP would



apply it. In this case, it still needs to be assured that CCP applicants do not have any
advantage over undertakings that have decided not to apply a CCP.

Furthermore, for non-life undertakings with typically short-term liabilities the application
of a CCP could be discouraged as the impact on technical provisions is not material
enough to justify its implementation. This might create competitive distortions between
pure non-life undertakings and composites.

Member States in the Eurozone if no national CCP would apply

The sole application of a currency specific CCP in the Eurozone might lead to an unfair
distribution of CCP relief across different countries in case certain countries are more
impacted by the distress than others. This might lead to a situation where some MSs get
too much relief from the CCP and others not enough. The background to this issue is the
potential large difference in national investment portfolio compositions mainly linking to
the “home bias” on government bond holdings. (It should be noted that due to the
current limitations of information from financial markets it is not possible to distinguish
the spreads for corporate bond holdings across different Member States for the CCP
calibration.)

Similarly, it is possible that smaller Member States could experience disadvantages of a
currency specific CCP as the representative portfolio for the Euro currency will tend to be
weighted towards the portfolios of larger Member States.

Cross-border business in case a national CCP would apply

The application of a national specific CCP may provide advantages for insurance
undertakings in one national market over another national market depending on the
degree of stressed national situations. However, consequences of this are relatively
limited apart from those that relate to cross-border business. Therefore, cross-border
business would most likely need to be excluded from the application of a national CCP.

3.9. Impact on Long Term Investments

Given that the CCP is per definition only applied under stressed market conditions, the
impact on the general long-term investment behaviour is seen to be comparatively
small. Such behaviour is certainly not discouraged by the measure as in times of
distress, the CCP level will depend on the average duration of the bond investments
within the representative portfolio, i.e. the tool adequately accounts for the
characteristics of long-term bond investments in the spread calculation.

It is even possible that the potential availability of a CCP in a stressed market
environment might reduce some concerns insurance undertakings might have when
binding their capital for a very long period in largely illiquid bonds. However, it should
always be kept in mind that this only works if the respective investments also are part of
the representative portfolio.

Regarding infrastructure and similar types of investments, they could be generally
included in the representative portfolio if their economic substance meets the
requirements legally set out for all investments in general. Furthermore, the relevant
portion of the spreads on such type of investments may be allowed for the adaptation




provided the instrument meets the same requirements valid for bonds, having in mind
the economic substance rather than its legal form.

3.10. Other considerations

Reputational risk for involved stakeholders

EIOPA sees a high risk of damage to the reputation of European insurance supervisors
linked to the triggering of this crisis tool in times of distress, especially when the distress
links to high spreads on government bonds or when the distress links to issues outside
of the EU.

Product availability

A number of industry participants stated very generally that the absence of sufficient
measures to address periods of short-term volatility would have negative impact on the
offer of long-term insurance products. This comment obviously relates to the CCP as well
as to other LTG measures.

Alternative approaches

Some NSAs believe that there may be appealing alternative approaches in arriving at an
appropriate countercyclical element in Solvency Il, that are currently not explored, e.g. a
symmetric safety buffer mechanism or the use of a simple index like ECB AAA and others
to determine the adjustment to the risk-free rate curve. Other NSAs consider that the
tested tool could be made operational by changing the calibration and eliminating the
need for triggering.

Further aspects

Quick and efficient triggering processes are crucial for the appropriate functioning of the
tool. Supervisors should therefore be provided with all rights needed to ensure this.

The calibration of the CCP risk might be complicated for internal model users due to the
lack of historic data related to the loss of a CCP. This issue could potentially be overcome
by prescribing the same calibration for IM users that is applied within the SF.

The methodology applied to determine the CCP levels for the purpose of the LTGA and
particularly in respect to the portion of the spread not linked to short-term volatility
(“fundamental spreads”) was closely linked to the approach applied for the matching
adjustment.

Regarding the impact of the CCP under a variety of scenarios for the duration of the
stressed situation of financial markets, section 3.2 should be noted (paragraph on
“Potential long-term application”).

3.11. Main technical findings on the CCP
The main positive aspects of the tested CCP approach are:

e It could reduce “artificial volatility” of Own Funds in distressed market situations
and might prevent forced sales of distressed assets due to capital shortfalls if a
smooth triggering mechanism can be operationalised;



It provides supervisors with the possibility to collectively address a short-term

issue across the entire market;

e Its application results in a relatively high comparability of results based on the
need to disclose the full impact;

¢ Implementation efforts are low to medium for undertakings and NSAs;

e Generally providing adequate risk management incentives as linked to

representative portfolio (but see point on holding of “home” government bonds

for national CCP).

However, the tested approach has a number of shortcomings mainly related to effective
supervision, financial stability and competition:

e It is a crisis measure specifically designed to overcome spread-related crises; for
any other crisis situations, it seems less effective;

e The currency option is seen as little effective for Member States suffering from a
distress, while the national option might result in competition issues where to
cross-border application has a material impact (for the time being this may be
considered immaterial at European level);

e The effectiveness is limited for many life and composite undertakings in terms of
SCR ratio impact, because of the current calibration of the CCP sub-module;

e The measure only functions appropriately if a smooth triggering process can be
assured; this is unlikely in times of distress in certain markets given the potential
implications of a CCP announcement by NSAs or EIOPA;

¢ Incentive given by the national CCP option to sustain or even increase holdings of
“home” government bonds in times of distress and to refrain from cross-border
business;

e Asymmetry of a crisis measure only providing relief in crisis times, potentially
causing under-capitalisation of the sector;

e Unpredictability of the tool;

e Large changes of the balance sheet and SCR after activation and de-activation of
the CCP.

EIOPA’s main observations and technical advice on the CCP

EIOPA’s main observations on the CCP:

While the tested CCP measure proved to be technically effective in terms of reducing the
impact of short-term volatility on own funds of (re)insurers, it has two major draw-backs
relating to the broader effectiveness and financial stability implications.

The first major draw-back is that the use of the CCP significantly increases the capital
requirements of undertakings in a number of Member States, especially for higher levels
of CCP, ultimately resulting in limited or even negative impact on the solvency ratios for
those Member States.

The second major draw-back is related to the triggering process which needs to be
effective on one hand and not create or deepen financial stability concerns on the other
hand. Regarding the effectiveness, a smooth triggering process is vital for the measure
to reduce the impact of short-term volatility. If such a process cannot be ensured, the
measure could increase rather than decrease the impact of short-term volatility on
(re)insurers’ Solvency Il balance sheets. It is very questionable whether EIOPA or




National Supervisory Authorities will be able to really activate the application of a crisis
measure such as the CCP in certain situations (e.g. sovereign crises). And if it can
indeed be activated, this announcement might result in possible severe implications for
financial market stability.

Thus, the tested CCP measure involving the given CCP risk methodology and the non-
automated triggering does not seem suitable to adequately reduce the impact of short-
term volatility in practice and is therefore unlikely to fulfil its overall financial stability
aim.

EIOPA'’s technical advice on the CCP:

Based on the outlined concerns relating to the effectiveness of this crisis measure and to
potential financial stability considerations, EIOPA advises to replace the CCP with a
predictable volatility adjustment mechanism (“Volatility Balancer™). This
mechanism would still be based on the same (or very similar) representative portfolios
applied for the currency CCP. In addition, it would also include an option to enact the
measure based on a national representative portfolio in case the “national” spread
significantly exceeds the “currency” spread.

The resulting adjustment to the risk-free rate curve should furthermore only impact the
level of own funds, but should keep the remainder of the balance sheet and the capital
requirements calculations unchanged.

It should further be noted that the Volatility Balancer might turn negative under certain
conditions. However, this will depend on the final calibrations of the device.

This approach would not only increase the general effectiveness of the measure on SCR
ratios and reduce the effort of undertakings related to producing two full sets of solvency
positions. It would also overcome the issues related to triggering, non-predictability and
to a certain extent also the “home” bias and cross-border issues. Another main
advantage is that this option limits the volatility of the balance sheet much better as it is
not triggered suddenly.

Further insights on the Volatility Balancer concept as well as reference calibrations by
EIOPA are contained in Section 9.11. In addition, Section 10.1 provides an impact
analysis with regards to the Volatility Balancer and the proposed reference calibrations
for all Member States that have participated in the LTGA.




4. Extrapolation

4.1. Purpose of the measure and highlights of the tested approach

General concept

Insurance obligations may have a longer term to maturity than the assets available in
the market to determine the term structure of the interest rate used for the valuation of
technical provisions. Extrapolation is a method to define the risk-free rate term structure
for maturities, for which no reliable market data exists (i.e. when financial markets for
bonds or for reference instruments cannot be considered to be active, deep, liquid and
transparent anymore). The last point where an active, deep, liquid and transparent
market observation can still be made is referred to as the Last Liquid Point (LLP) in this
report. For Solvency Il, a macroeconomic extrapolation method will be chosen, i.e. the
forward rates converge to a (macroeconomic) long term equilibrium rate (the ultimate
forward rate or UFR) in a specified period of time, the so-called convergence period.

It is possible to analyse the impact on the value of technical provisions of a specific
extrapolation method and the relevant parameters. EIOPA applies the Smith-Wilson
method for extrapolation, whereby the forward rates converge to the UFR and from
which a spot curve is derived. The spot rate thus also converges to the level of UFR, but
more slowly than the forward rate.

Tested approach

Firstly, it should be noted that the LTGA ToR stipulated that only a proposal for the
speed of convergence should be tested. Where comments were received on other
matters than the speed of convergence, they are summarised in this section but no
position is stated.

The LTGA involved the testing of different scenarios. Table 6 provides an overview of the
parameters used for the extrapolation of the risk-free curves applied for each of the
scenarios calculated in the LTGA. As stated above, the aim of all these calculations with
regards to extrapolation was testing different levels of convergence speed (between 10
and 40 years).

For this chapter, it should be noted that the key extrapolation scenarios 1 and 5 did not
test the measure in isolation. Therefore, quantitative effects presented in section 4.7 are
also impacted by other measures, most notably the CCP, which in both scenarios has a
value of 100 basis points which resulted in an upwards shift of the risk-free rate curve of
100 basis points before extrapolation.

The UFR was set at 4.2% for all currencies as a simplification for this exercise. This was
based on the macroeconomic long-term equilibrium of long-term interest rate plus long-
term inflation. The UFR level as applied in the LTGA should not be seen as a final
calibration.




Bloomberg

Currency . cod.e of ref. LLP(Y) Credit rate adjustment (bps) l({;’l; Convergence Speed (Y)
instr.
Scenario Scenario
YE11 YEO9 YEO4 0&5 1-4 & 6-12
Euro EUR EUSAYY 30/20 35 20 10 4.2 40 10
British pound GBP BPSWYY 50 35 20 10 4.2 40 10
US Dollar USD  |USSWYY 30 35 20 10 4.2 40 10
Japanese Yen JPY JYSWYY 20 35 20 10 4.2 40 10
Swiss Franc CHF SFSWYY 15 35 20 10 4.2 40 10
Swedish Krona SEK SKSWYY 10 35 20 10 4.2 40 10
Danish Krone** DKK EUSAYY 30/20 35 20 10 4.2 40 10
Norwegian Krone NOK NKSWYY 10 35 20 10 4.2 40 10
Czech Koruna CzZK CKSWYY 15 35 20 10 4.2 40 10
Polish Zloty (1) PLN C119XX 10 35 20 10 4.2 40 10
Hungarian Forint HUF HFSWYY 15 35 20 10 4.2 40 10
Romanian Lei RON  |RNSWYY 10 35 20 10 4.2 40 10
Bulgarian Lev BGN EUSAYY 30/20 35 20 10 4.2 40 10
Turkish Lira TRY TYSWYYV3 10 35 20 10 4.2 40 10
Iceland Krona* I1SK IKSWYY 5 35 20 10 4.2 40 10
Estonian Kroon EKK EUSAYY 30/20 35 20 10 4.2 40 10
Latvian Lats LVL EUSAYY 30/20 35 20 10 4.2 40 10
Lithuanian Litas LTL EUSAYY 30/20 35 20 10 4.2 40 10
Canadian Dollar CAD CDSWYY 20 35 20 10 4.2 40 10
Australian Dollar AUD |ADSWYY 30 35 20 10 4.2 40 10
Singaporean Dollar SGD SDSWYY 20 35 20 10 4.2 40 10
Malaysian Ringgit* MYR  |MRSWYY 5 35 20 10 4.2 40 10
South Korean Won* KRW  |[KWSWYY 10 35 20 10 4.2 40 10
Thai Baht* THB  |TBSWYY 10 35 20 10 4.2 40 10
Hong Kong Dollar HKD HDSWYY 10 35 20 10 4.2 40 10
Taiwanese Yuan* TWD |NTSWYY 10 35 20 10 4.2 40 10
Chinese Yuan Renminbi* [CNY CCSWYY 15 35 20 10 4.2 40 10
South African Rand ZAR SASWYY 30 35 20 10 4.2 40 10
Mexican New Peso MXN  |MPSWYY 20 35 20 10 4.2 40 10
Indian Rupee* INR IRSWYY 10 35 20 10 4.2 40 10
Brazilian Real* BRL BCSWYY 10 35 20 10 4.2 40 10

*For these currencies data are not available at this stage, i.e. no discount curves are provided.

**Treated as currncy pegged to the euro.

(1) For the Polish zloty government bond curves are used instead of swap curves.

TABLE 6: OVERVIEW OF THE PARAMETERS USED FOR THE EXTRAPOLATION PER CURRENCY AND SCENARIO

Role of convergence speed

If the spot rate at the LLP is below the UFR (e.g. the case of currency A in Figure 20
below), a rapid convergence will lead to a higher discount rate after the LLP and
therefore a lower value of technical provisions than a slower rate of convergence. In the
context of the LTGA, for YE11, for 11 European currencies out of 14, the spot rate at the
LLP was below the UFR which was set to 4.2% for all currencies.

In general, for a spot rate at the LLP above UFR (e.g. the case of currency B in Figure 20
below), a rapid convergence will lead to a lower discount rate after the LLP and therefore
a higher value of technical provisions than a slower rate of convergence. In the context
of the LTGA, for YEO4, for all European currencies except the Suisse Franc, the spot rate
at the LLP was above the UFR which was set to 4.2% for all currencies.
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FIGURE 21: CONVERGENCE PERIOD COMPARISON WITH SPOT RATE AT THE LLP BELOW OR ABOVE UFR

4.2. Impact on policyholder protection

The implementation of LTG measures affecting Pillar 1 may lead to an increase or
decrease of the interest rate term structure and thus to a decrease or an increase of the
technical provisions. This can affect policyholder protection to the extent that an overly
optimistic presentation of the financial position arising from use of such measures may
delay supervisory intervention. With regards to extrapolation, as was seen for a number
of currencies at the LTGA reference date of YE1ll, this applies when the UFR is
significantly higher than the spot rate at the LLP, but not in the reverse situation.

Several NSAs indicated that a quick convergence to the UFR of 4.2% heightens this
policyholder concern especially under current generally low yield conditions.

Other NSAs pointed out that since a short convergence period leads to more predictable
valuation of technical provisions, a faster speed of convergence is likely to benefit
policyholders because it enables a more long-term perspective of the investment horizon
and asset management. Also, investments will not be unnecessarily locked into low
yielding investments, which is not in the interest of policyholders.

4.3. Impact on effective and efficient supervision

Supervisory review process

Compared to the other LTG measures, NSAs indicated that the supervision of the method
chosen for extrapolation was relatively straightforward, irrespective of the exact
approach and parameters chosen.

On the other hand, some NSAs expressed concerns that an extrapolation method which
ignores market information beyond the LLP may deviate from an optimum use of market
information (market consistency) and lead to supervisory complexities, in particular
where firms appropriately incorporate such information in their risk management. Firms
may well base their risk management, and ORSA on an economic view that integrates
market information beyond the LLP. A problem may also arise in the context of internal
models and the use test as the market consistent inputs vary from the regulatory
assumptions.




Potential delay in supervisory action

As indicated under policyholder protection, there is a general concern that an overly
optimistic determination of the financial position will delay effective and timely
supervisory intervention.

In this respect, some supervisors pointed out that they may require information about
the financial position of undertakings both with and without any LTGA measures
including Extrapolation. This raises the issue as to the supervisory measures that could
be deployed.

Overcoming volatility

The extrapolation technique and the parameters used in each technique have a strong
influence on the variability in time of technical provisions of insurance contracts
providing long term guarantees. Even within the same method, not all approaches
provide the same level of stability as not all approaches make the same use of market
information. An appropriate balance is necessary in order to make compatible on the one
hand financial stability (overcoming volatility) and on the other hand a realistic valuation
according to market practices (prevention of bad risk management incentives).

The impact of this balancing act in each European market may vary to a great extent
pending on the characteristics of the insurance contracts available in those markets (in
particular, the duration of cash flows and participation features).

4.4. Implementation effort

For industry

The majority of the participants that commented stated that the particular choice of the
extrapolation method would not lead to any substantial implementation efforts and
costs. However, some undertakings pointed out that there may be complexities if the
extrapolation is not sufficiently market consistent. The main concerns are about
consequences for risk management if there is a difference between their own view on
economic risks and the regulatory approach. Issues may arise with hedging strategies
and calibration of economic scenario generators (ESGSs).

For NSAs

NSAs generally do not see significant direct costs of implementation with regard to the
extrapolation.

For EIOPA

The exact parameterisation for the extrapolation is not expected to require any
substantial additional effort by EIOPA.

4.5. Incentives for good risk management

Interaction with the choice of LLP

It should be noted that most comments provided by NSAs on the issue relate to the
extrapolation for the Euro (and pegged currencies) as the tested scenarios did involve a
fixed parameterization of the LLP for all other currencies. Due to the recurrence of those
comments, they are summarized below. Nevertheless, since the LTGA exercise does not
relate to the LLP, no position is stated.



Some NSAs and insurance undertakings expressed a firm preference for an LLP of 20
years and a rapid convergence to the UFR (e.g. 10 years). From a risk management
perspective, they do not see an issue in disincentivising asset-liability matching beyond
the LLP as they believe that there are insufficient appropriate assets (from active, deep,
liquid and transparent markets) for maturities in excess of 20 years anyway.

On the contrary, other NSAs and insurance undertakings believe that there are sufficient
appropriate long dated assets to back obligations of long maturity. They are concerned
that the regulatory discount curve will be further out of line with their own assumptions
based on what they still consider to be reliable market data, but a faster convergence
will disregard this. In that case, adequate risk management will be disincentivised
because strategies which involve holding assets matching liabilities will result in higher
volatility of the regulatory solvency ratio, as a consequence of a shorter convergence
period.

Further concerns raised include the risk of a substantial misvaluation of the value of
options and guarantees, a possible misalignment between the assumptions in the ORSA
and the regulatory Pillar 1 assumptions, and the construction and use of internal models.

From a purely technical point of view, where the LLP is short, a short convergence period
as well leads to an extrapolation that produces more stable valuation of technical
provisions, but more likely to materially diverge from the market prices observed beyond
the LLP.

Interaction with the choice of UFR

There is an intrinsic close interlink between the LLP, the convergence speed and the UFR.
In other words, the level of each of these parameters may have a material influence by
increasing/reducing the impact of the others parameters for the extrapolation of the risk-
free curve (and hence on the level of the technical provisions).

Therefore it is necessary to have in mind LLP and UFR functioning, when analysing or
making decisions in respect of the speed of convergence, in order to ascertain an
appropriate overall output.

Other aspects

The results of the extrapolation method applied for the LTGA exercise depend to a
material extent on the market price observed in the LLP and of the previous observed
risk-free rates (since they implicitly derive the last forward rate within the liquid part of
the curve). This raises the chance of a potential dislocation of the forward curve around
the last liquid point as firms seek to trade around the last liquid point to hedge their
balance sheet (and hence this exposes the framework to the risk of an ‘intended
volatility”).

Although it was not in the scope of the LTGA exercise and direct questions on this point
were not addressed to participants, some stakeholders flagged that an appropriate
treatment of errors and outliers by EIOPA will prevent this risk, while others advocate for
a methodological amendment (e.g. using a smoothed approach, applying a weighted
average for a number of different yearly data points of the extrapolated part of the
curve).




4.6. Impact on financial stability and prevention of systemic risks

Some NSAs hold the view that a last liquid point of 20 years for the Euro and a rapid
convergence to the UFR is necessary or desirable as it reduces the volatility of the
technical provisions and thus supports financial stability of the insurance sector.

Other NSAs have taken a more critical view. They mentioned that an overly optimistic
presentation of the financial position may delay supervisory intervention to the detriment
of financial stability. This relates to the risk that the “artificial volatility” may in fact not
be artificial and systemic market issues may be masked, e.g. if the low yield
environment persists for a lengthy period, the assumptions underlying the regulatory
regime may prove to have been overly optimistic leading to systematic risk. This applies
notably to extrapolation when there is convergence to a UFR which proves higher than
the long-run realised risk-free yield.

A further point mentioned is that a more stable interest rate term structure for
regulatory purposes may decrease the demand for long dated bonds since there is less
need to hedge volatility at long end of the curve. This could have an impact for financial
markets given the strong role of insurers as long-term investors. This behavioural
incentive may have, in the view of some NSAs, the potential to distort the yield curve
with financial stability implications.

4.7. Impact on (re)insurance undertakings' solvency position®

4.7.1. All undertakings

Results of quantitative industry assessment

The LTGA calculations enable a direct comparison for a variation of the speeds of
convergence in the extrapolation by comparing the outcomes of the tested scenarios 1
and 5. The only difference between these scenarios is a difference in the convergence
period between 40 years in scenario 5 and 10 years in scenario 1 for all currencies. The
impact on the absolute SCR surplus (i.e. own funds eligible for the SCR minus the SCR)
is shown in Figure 21. Only insurers that provided the outcomes for both scenarios are
included in this graph.

For most insurance undertakings or Member States, the spot rate of the relevant
currency at the respective LLP was below the UFR of 4.2%, at the reference date of
YE11l. A more rapid convergence speed therefore results in a higher interest rate term
structure and in a lower value of technical provisions. The SCR surplus for the scenario
with a convergence period of 10 years is thus higher than for the scenario with
convergence in 40 years.

9 It should be noted that all analysis shown in this section is based on the “Base scenarios” of the LTGA, i.e.
undertakings have applied the following LTG measures alongside the extrapolation approach: the “classical”
MA Standard version, the Extended MA Standard | version, and a 100 bps CCP.
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FIGURE 22: SCR SURPLUS IMPACT OF DIFFERENT CONVERGENCE SPEEDS (SCENARIO 1 VS SCENARIO 5
RESULTS)

The impact is noticeably larger for life undertakings (including composites) because life
undertakings have a longer duration of liabilities compared to non-life undertakings.

Figure 22 and Figure 23 show the impact of the choice of convergence period on the SCR
and MCR ratios by Member State. The bars represent the difference in ratio when
moving from a 40 year convergence period to a 10 year convergence period. A positive
change means that the ratio is higher under a 10 year convergence period. It can be
seen that for some currencies a more rapid convergence produces an increase in ratio;
and for others a decrease. This reflects the relative position of the spot rate at LLP and
the UFR.

The two graphs further show very clearly the importance of the choice of LLP. For the
GBP the effect of a different convergence speed is negligible for two reasons: (a) the
GBP has a LLP of 50 years (due to the long term nature of the asset market in GBP), and
(b) the weight of cash flows after 50 years is very small. The effect of a different
convergence speed is highest for currencies with a relatively early LLP (e.g. 10 years)
because the weight of cash flows from year 10 onwards is still important. The LLP
applied for the Euro during the LTGA was 20 years. The corresponding effect of a
different convergence speed is moderate. However, for some countries within the
Eurozone where the cash flows beyond 20 years maturity are material, the impact is
higher.

However, the fact that the extrapolation approach was not tested in isolation from other
measures, most notably the CCP, should be taken into account. For the Euro at YE11,
the 100 bps default value of CCP tested in the scenarios 1 and 5 did move the LLP closer
to the UFR level. Without a CCP, the difference in impact on MCR/ SCR of both
convergence periods for the Euro Member States might have been higher.
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FIGURE 23: SCR RATIO DELTA DISTRIBUTION FROM 10 TO 40 YEARS CONVERGENCE
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FIGURE 24: MCR RATIO DELTA DISTRIBUTION FROM 10 TO 40 YEARS CONVERGENCE

Modeled analysis using hypothetical portfolios

Background to this analysis

As mentioned above, the existence of several LTG measures in the LTGA implies that it is
difficult to assess the impact of the extrapolation in isolation. For example, the level of
CCP will influence the level of the spot rate up to the LLP and also impact the effect of
the exact extrapolation parameterisation chosen.

In addition to the analysis provided by undertakings in scenarios 1 and 5, EIOPA has
therefore performed a modelling exercise to determine the impact of some extrapolation
options on a number of hypothetical cash flow patterns. This enables an analysis of the
sensitivity of these assumptions.




Hypothetical portfolios chosen

In total, six hypothetical portfolios were developed. These are designed to be an
archetypal representation of the cash flows of European insurance undertakings with a
relatively short, medium, or long duration, and with two different shapes of the cash flow
pattern: decreasing, or first increasing and then decreasing. The exact modified
durations of course depend on the interest rate term structure employed.

Short maturity Medium maturity Long maturity
Decreasing cash | Al A2 A3
flows Duration 8 Duration 11 Duration 16
Increasing and then | B1 B2 B3
decreasing cash | Duration 8 Duration 13 Duration 20
flows

TABLE 7: HYPOTHETICAL PORTFOLIOS TESTED

For the life companies participating in the LTGA the modified duration of the insurance
obligation was on average around 10 years. The highest duration (for Scenario 0) per
country was around 15 years. Durations may of course vary more between undertakings.

Term structures chosen

The impact of three pairs of different interest rate term structures was tested on each
portfolio (using YE2012) which kept the LLP constant and varied the convergence period:

PAIR 1: effect of | Lowyield | CCP =0 LLP of 20 | convergence
moving the years period of 10
convergence period years
from 10 to 40 years Low yield | CCP =0 LLP of 20 | convergence
years period of 40
years
PAIR 2: effect of | Low yield | CCP = | LLP of 20 | convergence
moving the 100 years period of 10
convergence period years
from 10 to 40 years Low yield | CCP = | LLP of 20 | convergence
100 years period of 40
years
PAIR 3: effect of | Highyield | CCP =0 LLP of 15 | convergence
moving the years period of 10
convergence period years
from 10 to 40 years High yield | CCP =0 LLP of 15 | convergence
years period of 40
years

TABLE 8: PAIRS OF EXTRAPOLATION PARAMETERS TESTED

The graphs below illustrate the cash flow pattern and the two interest rate term
structures for each pair of assumptions. The graphs show that the difference in interest
rate term structure only occurs after the last liquid point. Short duration cash flows are
therefore barely impacted by the choice of extrapolation parameter. The graphs also
show the influence of the choice of the UFR at 4.2% in relation to the spot rate at the
LLP: for Pairs 1 and 2 the spot rates are ‘pulled upwards’ towards the UFR; for Pair 3 the
spot rates are ‘pulled downwards’.

lllustration of cash flow patterns and curves applied

The impact on the best estimate liabilities of these portfolios can be easily assessed.
Even proportionally small effects on best estimate valuation can have large impacts in




terms of own funds, and solvency ratio. Therefore, in order to assess the impact on the
Solvency ratio, EIOPA also created a hypothetical balance sheet and Solvency Capital
Requirement. In the analysis a simplifying assumption was made that the asset values,
SCR and risk margin remained unchanged. Any profit sharing was also assumed to be
unchanged between scenarios. Taking into account future profit participation may
reduce the calculated effect.

Nominal cashflows and interest rate structure - Pair 1; Al, B1 Nominal cashflows and interest rate structure - Pair 2; A1, B1

1200 3.00% 1200 2.00%

el N emem——————ccaaa w===z=c [ 350%
1000 = 2.50% 1000 -

_______________ PEE-E e
,,,,,, 3.00%
2.00% 800 =

=
g
8

>
< ' 2.50%
H - H ’
2 P @ 2 e s
H ’ E H i E
600 [/ - 150% & 600 200% %
s s
- s 150%
400 —

1.00% 400
100%
—— Cashflows AL \ Cashflows AL \

200 Cashflows B1 050% 200 11— cashflows B1 050%
=== Pair 1; low yield; no CCP; 20; 10 — == Pair 2; low yield; CCP; 20; 10 :
=== Pair 1;low yield; no CCP; 20; 40 === Pair 2;low yield; CCP; 20; 40

o 0.00%

0.00%
12 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 12 3 4 5 6 7 8 9 1011 12 13 14 15 16 17 18 19 20 21 22 23 24 25

Nominal cashflows and interest rate structure - Pair 3; Al, B1

1200 800%
SS®==zooo 7.00%

1000 = === ===
800

5.00%
H .
H E
600 [/ 400% %
3 H
s

3.00%

400

2.00%
—— Cashflows AL
200 i
—— Cashflows B1 1.00%
=== Pair 3; high yield; no CCP; 15; 10
= = = Pair 3; high yield; no CCP; 15; 40
0

0.00%
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25

FIGURE 25: NOMINAL CASH FLOWS AND INTEREST RATES FOR SHORTER MATURITY PORTFOLIOS




FIGURE 26: NOMINAL CASH FLOWS AND INTEREST

RATES FOR MEDIUM MATURITY PORTFOLIOS
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FIGURE 27: NOMINAL CASH FLOWS AND INTEREST RATES FOR LONGER MATURITY PORTFOLIOS
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Results of the simulation

The table below shows the impact on the technical provisions of each of the hypothetical
portfolios of changing from the first to second assumption within each pair of scenarios.




Al — Duration 8 yrs 0% 0% 0%
A2 — Duration 11 yrs 0% 0% 0%
A3 — Duration 16 yrs 1% 0% -1%
B1 — Duration 8 yrs 1% 0% -1%
B2 — Duration 13 yrs 2% 1% -2%
B3 — Duration 20 yrs 3% 1% -3%

TABLE 9: SIMULATION IMPACT ON TECHNICAL PROVISIONS

In general, the impact of the four changes analysed — in the three different pairs of
scenarios - is limited in terms of change in technical provisions. Example companies Al,
A2 and A3 have decreasing cash flows. The effects are very limited for all pairs of
scenarios. Example companies B1, B2 and B3 have cash flows which are first increasing
and then decreasing. The effect here, expressed as percentage change of the technical
provisions, is more noticeable but still limited.

Pair 1: The scenarios compared in Pair 1 relate to a low yield environment with no CCP,
an LLP of 20 years and a tested impact of changing the convergence speed from 10 to
40 years. A longer convergence period means that the interest rate term structure after
the LLP is moved downwards, leading to an increase of the technical provisions. The
effect is largest for archetypical company B3, with long maturity and a cash flow pattern
which first increases and then decreases.

Pair 2: The scenarios compared in Pair 2 also relate to a low yield environment, but now
with a CCP, an LLP of 20 years and a tested impact of changing the convergence speed
from 10 to 40 years. The inclusion of a CCP implies that the interest rate term structure
is higher than in Pair 1, but with spot rates for the curve until the LLP still below 4.2%.
The slower convergence scenario in Pair 2 also means that the interest rate term
structure after the LLP is moved downwards, leading to an increase of the technical
provisions. The effect here is smaller than under Pair 1; the convergence speed chosen
has less effect since the spot rate is closer to the 4.2%.

Pair 3: The scenarios compared in Pair 3 relate to a high yield environment, with no CCP,
an LLP of 15 years and a tested impact of changing the convergence speed from 10 to
40 years. The high yield environment means that the spot rates are above the 4.2% for
the curve until the LLP. Extrapolation now means that the spot rates will be decreasing
towards the 4.2%. A lower convergence speed now means that the interest rate term
structure decreases more slowly after the LLP, and is thus higher after the LLP. This
leads to a decrease of the technical provisions. The effect, again, is largest for example
company B3, with long maturity and a cash flow pattern which first increases and then
decreases.

In order to illustrate the effect in terms of the solvency ratio, a very simple example
balance sheet was employed, with the proportion of technical provisions, own funds and
SCR roughly based on the LTG average. The proportion is roughly assets 140, technical
provisions and other liabilities 115, own funds 25 and SCR 20.5. The example solvency
ratio is thus approximately 120%.

A relatively small percentage change in the technical provisions thus implies a much
larger relative change in own funds and in the solvency ratio (expressed as percentage



points). The signs of the effects are of course opposite to those in the table on the
change in value of the technical provisions. An increase of technical provisions ceteris
paribus decreases own funds and thus the solvency ratio.

Decreasing cash flows

Al — Duration 8 yrs 0% 0% 1%
A2 — Duration 11 yrs 0% 0% 1%
A3 — Duration 16 yrs -3% -1% 4%
Increasing and then decreasing cash flows

B1 — Duration 8 yrs -3% -1% 5%
B2 — Duration 13 yrs -10% | -4% 10%
B3 — Duration 20 yrs -14% | -6% 16%

TABLE 10: SIMULATION IMPACT ON SCR RATIOS

A decreasing cash flow pattern (as per Al, A2 and A3) means that the effect of the
choice of extrapolation parameterisation remains small, even in terms of solvency ratio.
The effect is much larger where the cash flow pattern first shows an increase and then a
decrease (as per B1, B2, and B3). In both cases the impact is larger for the longer
maturity portfolios as would be expected.

Modeled analysis using LTGA cash flows

Background to this analysis

Undertakings were asked to provide liability cash flows to EIOPA together with the
results of the quantitative assessment. The quality of this cash flow data is most likely
not consistently high. In the absence of other options to derive implications on Member
State level, EIOPA has used these cash flows where provided to estimate the rough
impact of different extrapolation approaches on technical provisions.

It should be noted that in many cases only a few undertakings per Member State have
provided cash flow information, therefore those cash flows are not expected to be fully
representative. However, EIOPA has performed high-level sense checks on the shapes of
the cash flow pattern. To eliminate unwanted effects, the analysis focusses on life
insurance cash flows excluding unit-linked and future discretionary benefits, i.e. the TP
impact that has been estimated relates to the guaranteed part of obligations only.

Although below three charts are presented with different UFR (3.2%, 4.2% and 5.2%),
the aim is not to assess the UFR, (since this is out of the scope of LTGA exercise) but to
make explicit the necessity of understanding carefully the results and the relationship
among LLP, convergence speed and UFR, as already mentioned above.




Results of this analysis
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FIGURE 28: RELATIVE CHANGE IN TECHNICAL PROVISIONS WHEN ALLYING 40 YEARS CONVERGENCE VERSUS
10 YEARS CONVERGENCE (BASELINE) FOR DIFFERENT REFERENCE DATES, USING A UFR OF 3.2%
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FIGURE 29: RELATIVE CHANGE IN TECHNICAL PROVISIONS WHEN ALLYING 40 YEARS CONVERGENCE VERSUS
10 YEARS CONVERGENCE (BASELINE) FOR DIFFERENT REFERENCE DATES, USING A UFR OF 4.2%
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FIGURE 30: RELATIVE CHANGE IN TECHNICAL PROVISIONS WHEN ALLYING 40 YEARS CONVERGENCE VERSUS
10 YEARS CONVERGENCE (BASELINE) FOR DIFFERENT REFERENCE DATES, USING A UFR OF 5.2%

The above shows that the impact of the different convergence periods varies over time
depending on where the UFR at the respective reference date is compared to the LLP,
e.g. at YEO4 the 20+40 extrapolation approach with a 4.2% UFR would have quite
consistently resulted in a lower TP compared to 20+10 while at YE11 the opposite is the
case for most Member States.

4.7.2. Undertakings by size

The method chosen for the extrapolation applies to all insurance undertakings. The
parameterisation will depend on the financial market conditions for the individual
currencies. There is no variation as to the size of companies. The impact of the
parameterisation will largely depend on the duration of the insurance obligations.

4.7.3. Undertakings by type

As the duration of the insurance obligations of non-life companies is usually short, the
impact of the parameterisation of the extrapolation is mainly material for life companies.

4.7.4. Group aspects

The parameterisation of the extrapolation is currency-specific. There are no particular
group issues expected.

4.7.5. National market insights

The parameterisation of the extrapolation is currency-specific, aiming to reflect the
financial market conditions for the individual currencies. Furthermore, the effect of the
extrapolation could be influenced by other measures, such as a possible application of a
national CCP, which is analysed in the relevant section of this report.




4.7.6. Cross-border business

The parameterisation of the extrapolation is currency-specific and not country-specific.
Obligations denominated in a particular currency will need to be discounted using the
interest rate term structure for that currency. Furthermore, the effect of the
extrapolation could be influenced by other measures, such as a possible application of a
national CCP. Apart from this effect, which is analysed in the relevant section of this
report, there is no particular cross-border issue expected from the choice of the
parameterisation of the extrapolation.

4.7.7. SllI balance sheet volatility

Please see the earlier remarks on the volatility of technical provision and own funds, e.g.
in Section 4.5.

4.8. Impact on competition

Because the extrapolation approach applies to all undertakings in the same way
(depending on the currency) it does not seem to result in any direct competitions
distortions. Furthermore, the effect of the extrapolation could be influenced by other
measures, such as a possible application of a national CCP, this is analysed in the
relevant section of this report.

4.9. Impact on Long Term Investments

Some NSAs mentioned that a more stable interest rate term structure for regulatory
purposes may decrease the demand for long dated bonds since there is less of a need to
hedge volatility at the long end of the curve. Furthermore, where a (re)insurer employs a
strategy in which long-term obligations are backed with long-term assets a faster
convergence speed may result in higher own funds volatility. This comment was also
echoed by some industry participants.

Other NSAs pointed out that since a short convergence period leads to a more
predictable valuation of technical provisions, a faster speed of convergence might enable
a more long-term perspective of the investment horizon and asset management.

4.10. Other considerations

It was noted by participants that the regulatory system may generate a financial position
which differs from that based on an ‘economic’ view and consequently questions may be
raised about the credibility of the regulatory system as a whole.

Some more comments were received relating to the risk-free rate approach in general,
e.g. the size of the credit risk adjustment and the interest rate stresses on the illiquid
part of the term structure. However, these are not subject to this report.

4.11. Main technical findings on the Extrapolation

The analysis in this section shows that it is difficult to judge on one parameter of the
extrapolation approach in isolation as LLP, UFR and convergence period are closely



interlinked in terms of their impact on the level and volatility of the solvency position of
insurers.

Main arguments supporting a shorter convergence period for the Euro (e.g. 10 years):

e This option leads to a more stable interest rate term structure which in turn leads
to more stability of the technical provisions;

e In the current market conditions, a shorter convergence period would have more
impact on life insurance markets with longer durations of the insurance
obligations.

Main arguments supporting a longer convergence period for the Euro (e.g. 40 years):

e A slower convergence would mean giving somewhat greater weight to market
information; and not making optimal use of market information leads to a
determination of the financial position which is insufficiently market consistent

e It leads to less complications relating to the alignment between Pillar 1 and Pillar
2:

0 Better incentives for good risk management, asset-liability management
and hedging;

0 The assumptions used in the ORSA better aligned with the Pillar 1
regulatory assumption;

o Investment in longer date assets is not discouraged;

0 Reduced problems with the market consistent calibration of Economic
Scenarios Generators;

0 Less issues around the design and use test of internal models.

e A longer convergence reduces potential competition issues if one company bases
pricing on the regulatory model whilst another company makes use of market
information beyond the LLP.

A consideration that may be understood in both directions is the following: when the last
forward rate derived in the liquid part of the curve is lower than the ultimate forward
rate (4.2%) a rapid convergence may lead to a representation of the financial position
which is overly optimistic and may delay supervisory intervention. This effect is
symmetric, i.e. the opposite applies when the last forward rate derived in the liquid part
of the curve is lower than the ultimate forward rate.

EIOPA’s main observations and technical advice on Extrapolation

EIOPA’s main observations on Extrapolation:

EIOPA was asked to test the impact of different convergence speeds being a key input
parameter to the Extrapolation approach. Analysis shows that for the Eurozone, a
shorter convergence period generally results in more stability of technical provisions.
However, compared to applying a longer convergence period and especially in times of
high market volatility, this increases the volatility of own funds and thus of solvency
ratios.

Another important aspect related to a shorter convergence period is the potential risk of
not linking of the extrapolated part from financial market reality. This leads to a number
of concerns with respect to the risk management of the undertakings (e.g. misevaluation




of options and guarantees or potential risk of investing in shorter term assets to avoid
volatility generated by differences between marked-to-market and marked-to-model
data) and the consistency between regulatory processes (e.g. with respect to ORSA and
internal models). The same could occur with a longer convergence, but generally to a
much lesser extent.

EIOPA'’s technical advice on Extrapolation:

For the Euro, EIOPA favours a less rapid convergence speed and advises to select a
significantly longer convergence period than 10 years, for example of 40 years.
A less rapid convergence means a larger weight for observed market data. This better
alignment with market data is of importance for optimal risk management by the
insurance undertakings, including hedging strategies, the ORSA and, where applicable,
the use of internal models. EIOPA also wishes to point out that a convergence over a
longer period implies that less weight is given to the choice of the ultimate forward rate
(UFR).

In order to sufficiently account for any remaining risks stemming from a deviation
between the extrapolated risk-free curve and economic reality, EIOPA suggests
implementing related sensitivity analysis in Pillar 2. This does not give rise to new
Pillar 2 requirements, but can be incorporated as part of the sensitivity analyses required
in the existing Pillar 2 framework.

For other currencies, the characteristics of the local bond and swap markets must be
taken into account when determining the appropriate convergence period including
special considerations for currencies pegged to the Euro.




5. “Classical” Matching Adjustment

5.1. Purpose of the measures and highlights of the tested approach

Summary

Historical data suggests that market values of bonds are more volatile than implied by
their default risk alone. Where (re)insurers may need to sell bonds to meet their
unpredictable liabilities, they are exposed to these short-term bond value fluctuations.
This is, however, not the case where they hold bonds to maturity.

(Re)insurers holding bonds for predictable portfolios can be more certain that they will
be able to hold their bonds to maturity, and are therefore less exposed to short-term
fluctuations in bond values. They are still exposed to default and to the cost associated
with maintaining the credit quality of the portfolio should downgrades occur.

The “classical” matching adjustment (MA) is an adjustment to the discount rate used to
value such predictable liabilities, whereby the market value of the liability mirrors the
market changes evident in the asset values which are not related to default or
downgrade costs. It is equal to the spread over the risk-free rate on admissible backing
assets, less an estimate of the costs of default and downgrade (the fundamental
spread). The matching adjustment can turn negative in situations when spreads are
generally low. In such cases technical provisions would be increased by the application of
the classic MA.

Key characteristics of the MA

The allowance of a MA is restricted to asset and liability portfolios for which it can be
demonstrated by the undertakings that several conditions are met.

The MA is a mechanism whose application is permanent as long as the eligibility
conditions are met.

It is a symmetrical device since when market conditions are advantageous the actuarial
rate that adjusts the value of liabilities to the value of assets may be inferior to the
fundamental spread.

Being permanent, symmetric and subject to strict eligibility criteria device, the MA does
not give rise to the calculation of a specific SCR component. On the contrary, portfolios
eligible to the MA benefit from a reduced SCR spread.

The MA is a purely undertaking-specific device since it depends on the allocation of
assets and the specific contract features.

The MA as tested was not applicable to non-life business and reinsurance business.

Governance requirements

The MA'’s theoretical background is based on the ability to perfectly match each of the
future cash flows of the liability portfolio with the future cash flows of the assigned
portfolio of assets. In this case, bonds are held to maturity, avoiding material risk of loss




due to the sale of assets in the event of a sharp increase in spreads. The matching
criterion is thus at the heart of the MA mechanism.

To ensure the quality of the matching over the lifetime of insurance obligations, the cash
flows of assets and liabilities should be perfectly predictable. Thus, additional conditions
are required:

e Criteria ensuring the predictability of insurance obligations: the only underwriting
risks connected to the portfolio of life insurance obligations shall be longevity,
expense and revision risks and the life insurance contracts underlying the
portfolio of insurance obligations shall not give rise to future premiums payments.

e Criteria ensuring the predictability of assets: the asset cash flows shall be fixed
and shall not be subject to third-party options.

Moreover, to avoid optimisation behaviour meant to strategically increase the level of
MA, other eligibility criteria apply:

e The ring-fencing: it ensures that the assets of the assigned portfolio which are
held to back the predictable portfolio of liabilities are not in fact exposed to the
risk of forced sale as a result of being required to support other less predictable
liabilities;

e Restriction for good risk management: the MA may incentivise investments in
more risky assets as such investments tend to earn a greater MA due to the
higher spreads. To prevent this wrong incentive, assets whose credit quality is
below credit quality step 3 are not eligible, the share of credit quality step 3
corporate bonds in the whole asset portfolio cannot be greater than 33% and the
level of MA that insurers can obtain from credit quality step 3 assets cannot
exceed the higher of the MA for assets of credit quality step 1 and 2;

e No “cherry-picking”: insurance undertakings that apply the MA to a portfolio of
life insurance obligations shall not revert back to the approach that does not
include a MA.

Furthermore, the activity of insurance undertakings in relation to which the MA is applied
can be pursued only in the Member State where the undertaking has been authorised.

Additional requirements are set out to enhance the effectiveness of the supervision of
the measure and mitigate any prejudice in terms of policyholder protection:

e Supervisory approval: application of the MA is subject to supervisory approval;

e Disclosure requirements: insurance undertakings which apply the MA shall submit
to their supervisors a description of the impact of a reduction of the MA to zero;

e Withdrawal of the measure: where an insurance undertaking that applies the MA
is no longer able to comply with the eligibility criteria, it shall immediately inform
its supervisor and take the necessary measures to restore compliance with these
conditions within two months. Beyond this period, it shall cease applying the MA
and shall only be able to apply the MA again after a period of 24 months.

Calculation and impact of the matching adjustment

The MA is meant to reduce the technical provisions by the use of a premium
corresponding to the "residual™ part of the spread over the risk-free rate. The simplified
diagram below illustrates the effect of the MA.
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FIGURE 31: EFFECT ON THE SOLVENCY POSITION WITHOUT AND WITH THE MATCHING ADJUSTMENT

The MA is calculated as the difference of the three following items:

(1) the annual effective rate, calculated as the single discount rate that, where applied
to the cash flows of the portfolio of life insurance obligations, results in a value that is
equal to the market value of the portfolio of assigned assets;

(2) the annual effective rate, calculated as the single discount rate that, where applied to
the cash flows of the portfolio of life insurance obligations, results in a value that is equal
to the value of the best estimate of the portfolio of life insurance obligations where the
time value is taken into account using the basic risk-free interest rate term structure;
and

(3) the fundamental spread.

The level of the MA amounts thus to the following:
MA=1) -3 -3

Where:

e The difference between (1) — (2) equals to the part of the spread over the risk-
free rate that explains the difference in value between the asset portfolio and the
liability portfolio;

e The difference between ((1) — (2)) — (3) aims at capturing the part of the spread
over the risk-free rate that is not linked to the probability of default and the cost
associated with maintaining the credit quality of the portfolio should downgrade
occur.




The two forms of the “classical” MA tested

Two forms of the “classical” MA have been tested for the impact assessment. The
alternative version of the MA differs from the standard version of the MA by the fact that
the two following conditions do not apply:

- the share of credit quality step 3 corporate bonds in the whole asset portfolio
cannot be greater than 33%;

- the level of MA that insurers can obtain from credit quality step 3 assets cannot
exceed the higher of the MA for assets of credit quality step 1 and 2.

The alternative “classical” MA has been tested in scenario 4 only. The standard
“classical” MA applied in all other scenarios.

5.2. Impact on policyholder protection

The “classical” MA as tested in base scenario 1 (i.e. retaining asset quality limits for
credit quality step 3 investments) seems to impact policyholder protection less directly
since it credits illiquidity in assets only where they are held to back truly illiquid
liabilities, for which benefit payments cannot be accelerated. The effects of non-default
asset price movements are incorporated in the market value of the matched liability.

Some supervisory authorities raised the general concern that lower technical provisions
are plainly detrimental to policyholder protection, or may present an overly optimistic
picture of the technical provisions. The main risk in this respect is that the split between
the portion of the spread allocated to liquidity and that to default structurally changes in
the market, and that the assumptions of the fundamental spread therefore do not reflect
reality. This is mitigated to some extent by the prudent floor of 75% of the long-term
average and the inclusion of a cost of downgrades element and by keeping up strict
asset quality limits. The default assumptions in the fundamental spread should also be
reviewed frequently and updated where credit markets seem to have undergone
structural change.

5.3. Impact on effective and efficient supervision

More complex supervisory processes
In general, the MA will make supervision more complex, due to:

e The great difficulty to benchmark insurance undertakings due to the undertaking-
specific nature of the device;
e The on-going verification of the compliance with eligibility criteria.

The new layer of complexity introduced by the “classical” matching adjustment is likely
to be overcome with experience. For those countries that are more experienced with
applying MA-like devices the degree of complexity for the supervision of this mechanism
would be far lower.

The undertaking-specific nature of the device results in continuous verification of the
compliance with eligibility criteria, which is fairly challenging. On the liability side,
supervisors have to check contracts by contracts whether all the conditions are met. And
on the asset side, the verification of eligibility criteria has to be done asset by asset.



All those eligibility criteria should be met on an on-going basis and it would be the role of
supervisors to verify that undertakings actually do it. Most of the controls cannot be
automatically achieved and an extensive regular reporting would be necessary.

Temporary non-compliance with eligibility criteria

New supervisory processes should also be put in place notably for the cases where
undertakings are no longer able to comply with the eligibility criteria. It is already
foreseen that where undertakings are not able to restore compliance with these criteria
within two months, those undertakings shall cease to apply to matching adjustment for a
period of at least 24 months. Such a regulatory event can have a huge impact on the
solvency position of the undertakings and may lead to a breach of SCR and MCR. The
consequence of removing the benefit of the MA can be so significant that protracted
disagreements between the undertaking concerned and its supervisor are expected
before the possible recognition of the non-compliance with the conditions to apply the
MA.

5.4. Implementation effort

For undertakings

According to the feedback provided by undertakings, the MA would be the most costly
LTG measure to implement, in particular if ring-fencing requirements are put in place.
However, undertakings also believe that this cost would not be material in relation to the
overall cost of Solvency Il implementation. Also, implementation efforts would be lower
for those undertakings that have matching systems that are already in the line with the
“classical” matching adjustment requirements. For others, the costs of restructuring the
current portfolios would be significant while the implementation of the MA for new
business would be easier to achieve.

Undertakings provided a great variety of reasons why the MA will consume significant
resources on an on-going basis. The most quoted reasons relate to:

¢ Resources that would need to be devoted to assessing if the requirements of the
MA continue to be met and taking appropriate actions to ensure that those
requirements are met;

e Assets and liabilities management to sustain the matching mainly triggered by the
impact of new business, longevity, downgrades or defaults;

e Calculation of all the parameters required for the calculation of the MA in each
relevant portfolio;

e SCR calculations within each ring fenced fund;

e Supervisory reporting requirements, in particular cash flow reporting, and public
disclosure requirements.

Regarding the LTGA effort, undertakings stated that understanding the concept and
performing all the steps of the MA process, from identifying eligible assets and liabilities
to the calculation of the MA were amongst the most resource consuming tasks.

For NSAs

NSAs in Member States where the measure would be applicable consider that MA will be
the most time and resource consuming LTG measure; primarily because it is a company-




specific measure. Its application would require supervisory approval and regular
monitoring and review as described in section 5.3.

However, it should be mentioned that the implementation effort would be less
burdensome for those countries that already have a similar device.

Some participants advocated for removing the requirement for supervisory approval, as
they consider that ex-post supervision would be more effective and would reduce the
resources needed. Others advocate for setting up quite clear and well-defined internal
procedures for the MA approval process.

In order to facilitate implementation, supervisors not yet being familiar with the MA (or a
similar measure) consider that sufficient implementation time has to be granted.

For EIOPA

The implementation of the MA will not be overly resource consuming for EIOPA once the
measure is applied.

In the preparation to the implementation, EIOPA expects some effort for the coordination
of a consistent implementation across Member States. Furthermore, it will be EIOPA’s
role to regularly provide fundamental spread calibrations to supervisors and
undertakings potentially also accompanied by maximum levels of MA applicable (linked
to the A/AA cap). This is expected to be non-trivial in the initial implementation, but
should be a smooth process once it is fully established.

5.5. Incentives for good risk management

It should be noted that, given the restrictive framework of the MA, the scope of the
impacts outlined in the paragraphs below has to be equally limited to the specific type of
insurance obligations eligible for it and the assets backing those liabilities. Furthermore,
the MA is a voluntary measure; therefore the undertakings need to internally assess the
convenience of applying for it.

Impact on asset allocation and diversification

Inadmissible asset types

Where a MA is applied, the underlying investment focus is likely to shift to assets with
fixed returns. Investments in callable bonds, floating rate notes, residential mortgages,
equity release mortgages, property, equity and other variable yield participations may
well be reduced.

A number of undertakings noted in their responses that a large number of assets that
are currently used and that form an integral part of effective risk management processes
would be excluded. They stress that in their view it is not the fixity of the asset cash
flows that is important but rather the degree to which the asset cash flows replicate the
cash flows of the liabilities.

Credit quality limits
The restrictions on the credit quality of assets that can be held will likely lead to a
reduction in holdings of assets that fall outside of the admissible range. During adverse



market conditions when downgrades are likely to occur, this could lead to pro-cyclical
price movements if assets with a poor outlook are sold to avoid inadmissibility.

Risk appetite

The MA may effectively lead to an increase in the risk appetite of undertakings seeking
to maximise the overall balance sheet benefit by investing in bonds with higher spreads.
This is largely mitigated by restricting asset quality to investment grade and by capping
the MA that can be obtained in respect of assets of credit quality step 3 to that higher of
that applicable to credit quality steps 1 and 2. These restrictions appear effective in the
market conditions tested since credit spreads were seen to be stable for credit quality
steps 2 and better, to which the MA is restricted. These restrictions should therefore be
maintained, and EIOPA should publish its view on the maximum level of MA between
credit quality step 1 and 2, which would set the absolute maximum MA that may be
applied in respect of assets of step 3. This could further mitigate any potential wrong
incentives, e.g. related to non-rated investment instruments which would need to be
self-rated by undertakings.

Duration matching and asset maturities

All of the matching adjustment devices encourage matching of asset and liability cash
flows by duration. This is good risk-management practice in that it mitigates exposure to
changes in the valuation rate of interest and reduces risks associated with reinvesting
assets at unknown future rates of investment return. In markets where matching by
duration is currently uncommon, a number of undertakings noted that the introduction of
MAs would consequently lead them to invest more heavily in assets of longer maturities.

Impact on the market for long-term investment

Long-term assets

Industry participants pointed out that if the illiquidity characteristics of liabilities would
not be well recognised, long-term investment can come under pressure and create a gap
in the long-term financing market that cannot be filled by other market participants.
Short-term investments would effectively be encouraged due to the excessive short term
volatility that insurers’ balance sheets would be exposed to. The consequent shift to
shorter maturities would likely put significant pressure on asset prices stemming from
imbalances between supply and demand.

It should, however, be noted that other parts of the Solvency Il framework not related
to the MA create incentives for investing in fixed income long-term assets, e.g. the
“kinked” approach in the SCR spread risk sub-module and the SCR interest rate sub-
module that penalises an asset-liability mismatch.

Inadmissible assets

Some participating undertakings noted that in the case of certain mortgage loans and
related securities (which are inadmissible under the MA), a retreat of insurers in these
markets may not be offset by any other market participants.

Long-term guarantees in product offerings

It was also stated by participating undertakings that they would be far less inclined to
offer products with long-term guarantees without a MA type measure, since the
associated market volatility would need to be borne by them. Alternatively, the




premiums in respect of such guarantees would need to be increased significantly,
eroding policyholder value. More generally, policyholders would also effectively lose out
on a deserved element of investment return for posting illiquid deposits.

Further comments received related to the aspect that the asset admissibility criteria
restrict the number of asset classes in which insurers or portfolios applying the MA can
invest, which could lead to higher market concentration risk within the insurance
industry generally. Insurers have traditionally been significant investors in infrastructure
and real estate as these assets have long term regular cash flows which provide a good
match for the cash flows of annuities. Some undertakings consider it critical for them
that these types of assets remain within the scope of application of the matching
adjustment. Insurers are significant funders of, for instance, equity release mortgages
and residential mortgages. Rendering such loans inadmissible for the matching
adjustment might have a possible dual impact on these markets.

Competitive considerations

Some participants warned that, without LTG measures, the actions insurers would take
to reduce volatility in their balance sheet and the extra capital held to back “artificial
volatility” would make insurance products uncompetitive with negligible net rewards for
customers. Long-term products would become more expensive for consumers and the
volume of business would steadily decline. As a consequence the need for insurers to
invest in long-term assets in the same way that they have traditionally done would
decline. Insurers in some markets currently have significant holdings in corporate debt
and this could have consequences for the prices of those assets at a time when other
categories of institutional investors are shortening their investment time horizon, further
eroding policyholder value. Many undertakings have indicated that they may cease to
offer long-term products altogether if the value to both policyholders and shareholders
were too thin to make them viable. If this occurred in a number of markets there could
be a secondary impact on the broader European economy, given the reduction in long-
term financing.

Ring-fencing

The ring-fencing or separate management of the matched business is conceptually
necessary to ensure that the assets of the assigned portfolio which are held to back the
predictable portfolio of liabilities are not in fact exposed to the risk of forced sale as a
result of being required to support other, less predictable liabilities. The relevant assets
and liabilities should therefore be managed separately, and diversification restricted
under the default assumption for ring-fencing according to the standard formula.

Participants in the exercise however stressed the need for guidance on how ring-fencing
ought to be applied. In particular, undertakings see it as critical that they are able to
manage the credit quality of the matched portfolio. This would clearly be required where
assets are downgraded to below investment grade and are therefore no longer
admissible to the matching portfolio; but it would also be desirable that undertakings are
more generally able to maintain the credit quality of the portfolio if needed, without
artificial impediments. The phrase in Omnibus Il indicating that the matched portfolio
”shall be ring-fenced or managed and organised separately without possibility of
transfer” may be misleading in this sense.



Risks not properly reflected by the measure

Mortality risk

Provided that the inclusion of mortality guarantees in the products eligible for the MA,
does not put at risk the well-functioning of the MA (i.e. risks for the matching caused by
deviations in mortality assumption is immaterial), prohibiting that the MA may guarantee
mortality risks at all, means a lower level of protection for policyholders' interest and will
discourage long-term savings -(it is fully understandable that policyholders wish to have
some guarantee of return of their savings in case of death. This effect might not be seen
as positive when aiming at promoting long-term saving and long-term retirement plans
to be offered within the EU.

Furthermore, mortality risk does not include the behavioural elements in policyholder’s
hands that may increase the risk of adverse deviations for the undertakings in crisis
times (unlike lapse risk for instance).

As mentioned above, mortality risk does not endanger the well-functioning of the CMA
when it is immaterial, that is, unfavourable deviations in mortality risk do not force the
undertaking to sell the assets covering CMA business. Ad hoc calculations to manage and
control this immateriality in a prudent and sound manner will be necessary (see proposal
in section 5.11) as well as appropriate Pillar 2 requirements regarding liquidity risks and
the relevant features of the portfolios of insurance obligations.

Estimation risk and reliance on rating agencies

The default risk allowance is set according to the views of rating agencies. But
experience shows that credit risk is not always well reflected in ratings, as confirmed by
current European efforts to reduce regulatory reliance on rating institutions.

Appropriateness and reliability of fundamental spreads

EIOPA has provided a range of fundamental spreads and maximum MA level as part of
the LTGA Technical Specification based on the testing methodology set out by the ToR.
EIOPA believes that the fundamental spread calibration tested with respect to sovereign
bonds was low in some cases due to recent downgrade events and the reliance on the
long-term average only for sovereigns, which may fail to capture the current market
risks. No quantitative analysis on the impact of such potential misestimations on
undertakings’ solvency positions has been performed as part of the LTGA tough.

5.6. Impact on financial stability and prevention of systemic risks

llliquid liabilities

The MA only gives credit to illiquidity in assets where this is held to back truly illiquid
liabilities, for which benefit payments cannot be accelerated. The effects of non-default
asset price movements are incorporated in the market value of the matching liability
thereby reflecting the market price of non-default illiquidity in the liabilities also. The
overall exposure to these market effects — which are equally present in both assets and
liabilities — is therefore removed from the balance sheet by proxy and assumption, and
short-term fluctuations and pro-cyclical effects are significantly reduced.




Asset restrictions

The strict asset eligibility criteria as they stand will restrict the number of asset classes in
which insurers can invest, potentially leading to higher risk concentration risk. The Credit
Quality Step 3-eligibility requirements of the MA could lead to pro-cyclical price effects
for BBB-rated assets, if assets with a poor outlook are sold to avoid inadmissibility. The
asset restrictions are nevertheless necessary to prevent poor risk management
incentives that may stem from their exclusion.

Binary eligibility

The binary nature of eligibility, i.e. either the portfolio is eligible or it is not, could lead to
cliff effects if a portfolio unexpectedly became ineligible. The most likely cause of this
would be a large-scale credit event, like the downgrade of an EEA sovereign. These
restrictions should not be removed, but sensible ways to mitigate adverse effects should
be explored.

Duration matching

The MA further encourages alignment of asset and liability cash flows which is a very
effective measure in mitigating spread and interest rate risk and further stabilises the
solvency position and by extension, the financial stability of the insurance market.

Symmetry

More generally, it is desirable that the LTG measures allow tightening conditions in good
times as well as loosening requirements in bad times since short-term volatility on the
upside as well as on the downside should be addressed. The fact that the MA turns
negative in periods of market exuberance goes some way in achieving this.

5.7. Impact on (re)insurance undertakings' solvency position™®

5.7.1. All undertakings

The chart below presents the relative amount of technical provisions affected by the
measure based on quantitative input by participating undertakings.

1% 1t should be noted that all analysis shown in this section is based on the “Base scenarios” of the LTGA, i.e.
undertakings have applied the following LTG measures alongside the “classical” MA: the Extended MA
Standard | version, an extrapolation with 10 years convergence speed and a 100 bps CCP.
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FIGURE 32: PERCENTAGE OF TECHNICAL PROVISIONS ELIGIBLE FOR MA AT YE11

The chart below shows the impact of MA (standard and alternative) on SCR surplus for
the sample. As expected, there does not seem to be any impact on non-life undertakings
while the global SCR surplus of the sample used to build the below chart would grow by
6%.

It should be noted that the LTGA sample in the countries having submitted “classical” MA
data represents a market share of 21% of the life markets (weighted average).
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FIGURE 33: ABSOLUTE SCR SURPLUS FOR TOTAL LTGA samMPLE (BN EUR)
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FIGURE 34: AVERAGE LEVEL OF MA APPLIED (IN BPS)

It should be noted that results on the “alternative” MA conditions as tested in sensitivity
¢) to scenario 1 have not been of sufficient quality to provide an impact analysis.

5.7.2. Undertakings by size

The “classical” MA is far simpler to apply that the Extended MA, but it may nevertheless
prove a greater challenge to apply for smaller insurers who are unfamiliar with this
concept or similar ones. This effect is mitigated in some of the markets by the fact that
undertakings already apply a liquidity premium to matched, predictable liabilities
according to the current national solvency rules.

5.7.3. Undertakings by type
The “classical” MA as tested was applicable to life annuity business only.

However, EIOPA sees no reason why the MA measures adopted should disqualify
business based on the form of the business classification rather than based on the
substance of the liabilities. Non-life annuities and reinsured annuities should be eligible if
they meet the other eligibility requirements, since their cash flows may resemble those
of primary life insurance annuities in all but name. In keeping with the principle of
substance over form, the references to life insurance should therefore be removed from
the liability eligibility criteria.

5.7.4. Group aspects

The impact of the restrictions to diversification stemming from the ring-fencing
requirements will likely be greater for groups for which risk diversification is central to
their business strategy. However, as indicated above, the ability of undertakings to hold
illiquid assets to maturity where they back illiquid liabilities hinges on the fact that these
assets will not be used to meet other liquid liabilities of the undertaking. For this reason,
portfolios to which the classic MA is applied should be ring-fenced to ensure that the
assets can indeed be held to maturity. Other than concerns about the implications of



ring-fencing on diversification, the majority of participants indicated that there are no
particular issues with applying these measures at a group level.

5.7.5. National market insights

The graphs in sub-section 5.7 above show that the applicability of the MA varied
significantly between Member States. The qualitative responses of participants indicate
that this is largely related to differences in the liquidity of the liabilities associated with
the products they offer — in particular stemming from surrender values. The degree of
cash flow matching and the extent of admissible asset holdings across markets are also
influencing factors.

A point of particular significance for the Spanish market is that the exclusion of
immaterial exposures to mortality risk had a significant impact on the results of the MA.
It should be noted, that the exclusion of this risk (where it is immaterial) is seen as a
major drawback to the attractiveness of related annuity policies for consumers.

5.7.6. Cross-border business

The tested approach explicitly excluded cross-border business. There seems to be no
technical rationale for this exclusion.

5.7.7. Sll balance sheet volatility

Most supervisory authorities are of the view that volatility would indeed be reduced by
the application of the MA since the measure specifically targets these short-term
fluctuations. However, while it seems to increase own funds "in proportion™ to the effect
of short-term fluctuations, due to technical restrictions and limitations it does not
completely eliminate the effect of short-term fluctuations.

5.8. Impact on competition

Smaller versus larger undertakings

The MA is a relatively complex measure, shown for example in the calculation,
information  requirements, ring-fencing and asset allocation requirements,
implementation cost etc. This increases the difficulty for small undertakings to deal with
the complexity due to their limited resources. For instance, the modelling of liability cash
flows under different scenarios require sophisticated software (especially on the life
side), which is not in place in many smaller life insurance undertakings. Small
undertakings would need to adapt processes and products due to their potential lack of
expertise. Undertakings must implement new organisational structures, which might not
be feasible for small portfolios. Also the administrative costs and yearly controls to
assess whether conditions are still fulfilled can be very costly, especially for smaller
entities. In addition to that, the access to financial markets and a sophisticated asset-
liability management may be contributing factors for a comparative advantage for large
undertakings.

On the other hand, large undertakings may have a more complex and time consuming
task due to their bigger portfolios.




Comparability of balance sheets within a Member State

The MA could lead to difficulties in comparability of technical provisions, own funds and
capital requirements and hence influence harmonisation and convergence in supervisory
practices.

However, the need to disclose the impact of the MA seems to mitigate these concerns.

Cross Member State aspects

The fact that the MA may not be applied to cross-border activity puts undertakings with
a considerable share of cross-border activity in a country in a less favourable condition
compared to the undertakings authorised in another country applying adjustment MA.
Additionally, it makes it more difficult to offer products from one country to another
country.

Some participants mentioned that the MA may be more suitable for particular markets of
the EU, and whenever there are measures that decrease technical provisions which only
apply in some countries this gives rise to disadvantages for the undertakings which
cannot apply these measures. In particular, the application of the MA favours markets
where a similar adjustment already exists. In other markets, asset and liability
management profiles, tailored in a different regulatory context, could not be rearranged
without significant costs.

Other NSAs commented on the impact on competition in case MA is not applicable. The
absence of MA might result in a clear disadvantage for markets where policyholders are
interested in products with guaranteed interest rates. Short-term and risky products are
difficult to commercialise in these markets, in particular in this financial crisis
environment. Without the application of a MA, companies may stop selling products with
long-term guarantees, as a direct consequence would be a disadvantage compared to
the other Member States.

5.9. Impact on Long Term Investments

Please see section 5.5.

5.10. Other considerations

Product availability

The implementation of the “classical” MA does seem to incentivise the offering of fully
matched and predictable long-term products.

Variability of default and Risk Margin

The volatility of the probability of default needs further consideration to ensure that any
implications for the hedgability of the technical provisions are captured. This could be
done through an appropriate adjustment to the Risk Margin or through ensuring the
associated volatility is adequately reflected in the fundamental spread.

It should be noted, that EIOPA believes there is potential for some additional technical
consideration on the way the MA and Risk Margin interact.



5.11. Main technical findings on the “classical” MA

Asset restrictions

The restrictions applying to assets of credit quality step 3 under the standard form of the
“classical” MA should be upheld. The restriction on the level of MA to that applicable to
assets of credit quality step 1 and 2 avoids undertakings being incentivised to invest too
heavily in lower quality assets, for which higher spreads are observable. EIOPA should
publish its view of this maximum rate, which then forms the maximum nominal rate that
undertakings may apply in respect of assets of credit quality step 3. The restriction on
the proportion of the matching portfolio in which assets may be invested was set at 33%
for credit quality step 3. While the benefits to risk management of this restriction are in
part already captured by the restriction on the level of MA for step 3, it nevertheless
seems sensible to retain the restriction to avoid significant exposure to downgrades of
such assets, which could lead to non-applicability of the measure.

Immaterial mortality risk should be permissible

Mortality risk does not endanger the well-functioning of the MA when it is immaterial, i.e.
unfavourable deviations in mortality risk do not force the undertaking to sell the assets
covering MA business. Ad hoc calculations to manage and control this immateriality in a
prudent and sound manner will be necessary as well as appropriate Pillar 2 requirements
regarding liquidity risks and the relevant features of the portfolios of insurance
obligations.

An appropriate method to test the immateriality of the mortality risk could be the
following one:

Deviation of the mortality risk
BE

Where

e Deviation of the mortality risk is calculated by comparing the BE cash flows and
BE cash flows after mortality shock. Only unfavorable deviations (cash flow post
shock >cash flow pre shock) should be taken into account. The current value of
those unfavorable deviations would be calculated using the basis risk-free interest
rate curve

e Best estimate (BE) is the best estimate liability in respect of the portfolio of
matched obligations calculated using the basic risk interest rate curve.

With regards to the immateriality of the risk, EIOPA currently considers that the ratio
should have a value which does not exceed 5%. However, further investigation on the
exact calibration of the limit is needed. In addition, criteria on the minimum size of
portfolios could potentially be added, as the predictability of mortality cash flows
increases significantly with portfolio size.

Ring-fencing should apply in a workable way for MA portfolios

The ring-fencing or separate management of the matched business is conceptually
necessary to ensure that the assets of the assigned portfolio which are held to back the
predictable portfolio of liabilities are not in fact exposed to the risk of forced sale as a




result of being required to support other, less predictable liabilities. The relevant assets
and liabilities should therefore be managed separately, and diversification restricted.

EIOPA wishes to stress that the concept and application of ring-fencing in the context of
the MA needs further elaboration and clarification. Ring-fencing needs to be workable in
practice. The details of exactly how this works for the practical running of annuities
business need to be carefully thought through. Issues to be resolved include ensuring
that ring-fencing allows for some degree of active investment management of the
portfolio in the case of risk of downgrade, in order to maintain the credit quality of the
asset portfolio, or e.g. the use of any profits arising. Clarification is also needed on e.g.
the inclusion of new layers of business. However, the basic concept of buy- and-hold is
vital for appropriate running of the MA business, and must be maintained as well as the
restriction to diversification benefits (i.e. notional SCR calculations for MA portfolios).

Assessing the adequacy of cash flow matching

The LTGA technical specification sets out a matching requirement that permits a 15%
mismatch by duration on aggregate. This was for the purposes of this exercise only, but
should be revised to a more prudent level while making some allowance for mismatching
at very long durations, where the market in appropriate assets may be thin.

Fundamental spreads for sovereigns

With regards to more appropriate fundamental spread calibrations for sovereigns, a
restriction could be introduced by setting a floor for the fundamental spread as a
percentage of the current spread. The fundamental spread could for instance be required
to be no lower than 30-40% of the spreads observable in the current market, where this
is higher than the fundamental spread published by EIOPA. The most appropriate level of
the percentage floor should be investigated in further work, though the suggested range
seems a suitable starting range given the default and spread data for corporate bonds.

EIOPA’s main observations and technical advice on the “classical” MA

EIOPA’s main observations on the “classical’” MA:

The “classical” Matching Adjustment seems to be the most effective tool within the
tested LTG package with regards to mitigating short-term volatility from the Solvency 11
balance sheets of portfolios eligible for the measure. This is due to the portfolio-tailored
features of the measure which better reflect the economic reality of the business
compared to other measures. However, in order not to risk major policyholder protection
concerns and raise wrong risk management incentives, the measure needs be designed
with strict conditions to be met, both on the asset and the liability side.

EIOPA was asked to test two different options to the measure which differed in the
strictness of the eligibility criteria for investments. The following two criteria were only
applied to one of the tested options: (1) the amount of credit quality step 3 (CQS 3)
assets is limited to 33% of the portfolio (excluding government bonds), and (2) the
matching adjustment for CQS 3 investments is capped at the maximum of CQS 1 or 2.

The quantitative assessment revealed that an exclusion of the two above criteria would
significantly increase the amount of business eligible for the “classical” MA. On the other
hand, such an approach does raise major concerns on risk management incentives and




thus policyholder protection. Undertakings would be incentivised to hold instruments
with higher spreads and thus higher default risk.

Further important observations on the functioning of the “classical” MA include: (1) the
exclusion of immaterial mortality risk from the current measure does not seem to be
proportional and reduces the attractiveness of eligible products for consumers; (2) in
light of policyholder protection, the ring-fencing approach needs to be possible in
practice for MA portfolios, e.g. undertakings need to have the possibility to manage the
credit quality of MA portfolios in case of risk of downgrade; (3) the approach to
determining fundamental spread levels of certain types of bonds must be prudent
enough under current market conditions; (4) no closed list of admissible types of assets
should be defined (as was done for the LTGA), but rather suitable conditions in terms of
predictability and ability to match liability cash flows; (5) the measure is relatively
complex to implement and requires an intensive supervisory review process, but
undertakings and supervisors in Member States where the measure is currently
applicable consider this effort appropriate and supervisable.

Finally, though the applicability of the measure was limited to a number of Member
States, EIOPA expects that eligible MA products will emerge in the near future in other
Member States.

EIOPA'’s technical advice on the ‘“classical” MA:

EIOPA advises to implement the “classical” MA as foreseen by the legislators, including
the strict criteria relating to CQS 3 investments (i.e. the 33% portfolio limit excluding
government bonds and the MA cap). Furthermore, EIOPA suggests the following
amendments to the measure: (1) the inclusion of immaterial mortality risk, (2) the
ability to manage the credit quality of the asset portfolio in case of risk of
downgrade, (3) a maximum level to the MA for CQS 3 investment should be
provided by EIOPA, and (4) EIOPA shall provide appropriate criteria and conditions via
guidelines to deal with ‘“cliff effect situations” derived from the necessary
requirements set in terms of quality of assets.

In addition, portfolios should be ring-fenced in an operable way and matched. Regarding
the level of mismatching allowed the 15% applied during the LTGA should be revised to
a more prudent level.

Finally, the “classical” MA should not represent a Member State option and not
exclude cross-border business, but should be applicable in all Member States subject
to NSA approval.




6. “Extended” Matching Adjustment

6.1. Purpose of the measures and highlights of the tested approach

Summary

The Extended MA (EMA) fundamentally differs from the “classical” MA (MA) by the fact
that the assets of the assigned portfolio are held to back portfolios of unpredictable
insurance obligations. Insurance undertakings that apply the EMA are thus exposed to
the risk of forced sale as a result of being matched with liability cash flows subject to
discontinuances.

To capture the uncertainty stemming from less predictable insurance obligations, an
application ratio is set up. The application ratio intends to restrict the matching
adjustment to allow for possible mismatch stemming from discontinuances or earlier
than expected payments on eligible business. It is based on a measure of these costs
under given stress scenarios.

Three versions of the extended matching adjustment applied for the LTGA:

e EMA standard | (scenarios 1 to 5, 10 and 12)
e EMA standard Il (scenario 7)**
e Alternative EMA (scenario 6)

Comparison between MA and EMA

Difference between the standard EMA and the MA
The two major differences between the MA and the standard EMA are the following:

e Allowance for unpredictable insurance obligations: all life and similar-to-life
underwriting risks connected to the portfolio of insurance obligations are eligible
to the EMA. Thus, insurance obligations exposed to lapse risk, mortality risk and
disability-morbidity risks which are not fully predictable can benefit from the EMA.
Furthermore, contracts that still give rise to future premiums are not disqualified
from the portfolio for admissibility to the EMA.

¢ Reduction of the level of MA through an application ratio: the application ratio
restricts the level of EMA to the share of asset and liability cash flows which
remains matched under stressed situations.

Difference between the alternative EMA and the MA

In addition to the two differences mentioned above which are also relevant for the
alternative EMA, this measure is characterised by the relaxation of most of the
governance requirements, especially:

e The matching criterion does not apply: insurance undertakings are not required to
evidence any matching between asset cash flows and liability cash flows. A poorly
matched portfolio would then be eligible;.

11 this version differs from standard I EMA only in the calculation of the application ratio; which in this case
applies a 99.9% confidence level rather than the 99.5% underlying the stresses used to determine the
application ratio



e Asset cash flows, like liability cash flows, are allowed not to be predictable: the
requirement of fixity of asset cash flows does not apply.

e The restrictions for good risk management do not apply: the EMA incentivizes
investments in riskier assets as such investments would usually earn a higher MA.
No restriction on credit quality of assets applies (i.e. assets whose credit quality is
below credit quality step 3 are eligible, the share of credit quality step 3 corporate
bonds in the whole asset portfolio can be greater than 33%, the level of MA that
insurers can obtain from credit quality step 3 assets can exceed the higher of the
MA for assets of credit quality step 1 and 2).

o The fundamental spread is reduced: the fundamental spread only equals the
credit spread that corresponds to the probability of default of the assets (i.e. the
calculation includes neither a component for downgrading risk nor a floor based
on the long-term average of the spread).

Criteria Standard  Alternative | Standard1 Standard2 Alternative

2 Policyholder options ) 4 b 4 \/" \/ \/

g :% Future premiums payments x x v v v’
S ;i; Possibility of spliting obligations X x v v v
© Non-life annuities X X v v v

. Matching requirements X X v v b 4
f—i Standard Application Ratio (99.5% VAR) X x v x v
g Cl‘t:;native Application Ration (99.9% v v % v x
. | Fixed cash-flows v v v v x
% 33% maximum exposure in CQ53 \/ X \/ \/ X
E No restriction on credit quality X X xX X v
E: ::fe?:r the level of MA earned by CQ5S3 v v v v x

TABLE 11: SUMMARY OF THE MAIN DIFFERENCES BETWEEN THE DIFFERENT FORMS OF EMA AND CMA

Calculation of the application ratio

The application ratio shall ensure that insurance undertakings incur no losses due to
mismatching and forced sales of assets with a probability of 99.5% over the period till
run-off of the obligations.

The application ratio in respect of a portfolio of eligible obligations shall thus capture the
portion of obligations which remains matched under stressed situations. For this
purpose, the following formula was provided for the impact assessment:

discounted — cash — flow — shortfall
best — estimate

Application ratio = max (0, 1 —

Where:

Discounted-cash flow-shortfall reflects the mismatch caused by the incidence of lapse
risk, mortality risk, disability-morbidity risk and/or life catastrophe risk.




Best-estimate is the best-estimate liability in respect of the portfolio of matched
obligations, calculated using the basic risk-free rate only.

6.2. Impact on policyholder protection

The EMA mechanism generally could lead to negative impacts on policyholder protection
as the EMA mechanism would not be able to provide a reasonable degree of certainty
that the liabilities to the policyholders could be met without forced sales of assets. This is
due to the fact that cash flow matching would not be ensured in the EMA due to the
existence of policyholder options such as a surrender option in the insurance obligations.
This concern is even more acute when it comes to the alternative EMA for which no
matching requirement applies.

The EMA could introduce several risks also affecting policyholder protection. Firstly,
undertakings would be allowed to benefit from the measure without eliminating liquidity
risk. Secondly, undertakings could be encouraged to take on inappropriate levels of
liquidity risk. Furthermore, the EMA incentivises undertakings to invest in assets with low
credit quality (i.e. higher default risk) to gain a higher matching adjustment. Finally, the
number of assumptions to be made and estimations to be performed for the EMA can
introduce additional risks. This is especially true for the application ratio introduced in
the EMA, which significantly increases the degree of complexity.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.3. Impact on effective and efficient supervision

Based on the vast majority of NSA feedback, the EMA is prejudicial to effective
supervision (especially the alternative EMA) mainly due to the complexity of the device
coupled with very high requirements on the supervisory review process that for many
NSAs seem not implementable.

Complexity of the device

EMA is a very complex device, both in its calculation and in its implementation. Further
to the complexity issues outlined for the MA in section 5, the key factor of complexity to
this measure is the calculation of the EMA’s application ratio. The application ratio is the
consequence of the eligibility of obligations with policyholder options, that may give rise
to future premiums and whose risks can lead to an early redemption of the contracts
including lapse risk, material mortality risk and disability-morbidity risk. The application
ratio restricts the EMA to allow for a possible mismatch stemming from discontinuances
or earlier than expected payments on eligible business. Its calibration should be based
on a measurement of these cash flow mismatches under stressed conditions. For
practical reasons, it was decided in the specifications of the LTGA to apply the shocks
foreseen in the Standard Formula, which value the risk over a one-year horizon. It
should be noted that a revised calibration of these shocks would probably be necessary,
if the EMA should be implemented, to better value the risks arising over the lifetime of
the insurance obligations concerned. However, since the lifetime of insurance obligations
varies from one undertaking to another, reaching the 99.5% value-at-risk (VAR) would
mean a calibration of undertaking-specific shocks, which does not seem feasible and
desirable. Besides, applying shocks to cash flows entails several full recalculations of



liability cash flows with new hypotheses (e.g. a 15% increase in mortality rates for
mortality risk).

A further element of complexity relates to the sheer impossibility to render practicable
the ring-fencing requirement under the alternative EMA. Given that the whole portfolio of
obligations of a life insurer would be eligible to the alternative EMA, the ring-fencing
condition would be to a large extent artificial and inappropriate. However, in the absence
of a complete segregation of assets and liabilities by funds, the alternative EMA would
still be overly difficult to apply in the case of contracts with profit participations. Current
economic scenario generators (ESG) and asset/ liability models are not able to
differentiate the assets according to the granular eligibility criteria set out for the MA
(non-redeemable fixed-income instruments). Thus the projections of asset cash flows,
necessary for the calculation of future discretionary benefits, may not be performed
properly and may incorporate elements of performance related to ineligible assets.

In addition, the possibility to split obligations increases the complexity of the approach.

New supervisory processes

Relating to the above described complexity issues, the appropriate application of the
EMA cannot be verified on the basis of the regulatory reporting. Only frequent on-site
inspections would ensure a correct implementation of the measure. Given that almost all
life insurance undertakings can potentially apply the alternative EMA, an effective
supervision of the implementation of the measure cannot be guaranteed.

Comparability of undertakings

The concerns raised with regard to the application of a MA and the efficiency of
supervision (see section 5.3) are amplified in the case of the EMA, for which the level of
the adjustment does not only depend on asset portfolios — and hence spreads affecting
portfolios — but also on application ratios. It is therefore impossible to interpret or
explain the differences in the risk-free rates term structures of two undertakings by the
difference in asset portfolios, which is the case for the “classical” MA. For the EMA, the
final level of the adjustment and then the final shape of the risk-free rate term structure
rely on the interplay between asset cash-in and cash-outflows and liability cash-in and
cash-outflows under stressed situations.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.4. Implementation effort

For undertakings

The costs would be higher for the EMA than for the “classical” MA due to the higher
complexity of the former. Participating undertakings provide a great variety of reasons
why the EMA will consume significant resources on an on-going basis. Most of these
overlap with the complexity issues described above.

For NSAs

The EMA is the most time and resource consuming LTG measure. The main reasons for
this are stated in section 6.3 above.




For EIOPA

The implementation effort would be similar to the one for the “classical” MA, unless
EIOPA would also be expected to provide fundamental spreads for investments below
investment grade (in case of the alternative EMA).

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.5. Incentives for good risk management

Quality and characteristics of assets

The EMA and especially the alternative EMA provides false risk management incentives
mainly with regards to credit quality and liquidity characteristics of assets.

On the first point, the measure application may effectively lead to an increase in the risk
appetite of undertakings seeking to maximise the overall balance sheet benefit by
investing in instruments with higher spreads as no limits on the credit quality of eligible
assets exist.

On the second point, the EMA involves a complex and opaque calculation of the
application ratio. But more significant than this are the risks related to monitoring the
liguidity needs of undertakings making use of this device, which incentivises unmitigated
investment in long-term illiquid debt to back potentially liquid liabilities.

Internal rate of return formula

NSAs and undertakings noted that an internal rate of return calculation based on the
liability cash flows and the market value of assets is highly problematic when asset and
liabilities are not perfectly matched (which is generally more relevant for the extended
MA covered in the next chapter as only minor mismatches are allowed for the “classical”
MA). This effectively incentivises undertakings to hold a small matching portfolio,
thereby boosting the internal rate of return. Participants proposed that a methodology
based on the asset cash flows would correct this. The degree of mismatching could then
be explicitly allowed for in another way.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.6. Impact on financial stability and prevention of systemic risks

The direct impact on financial stability seems limited given the very broad eligibility
criteria for assets and the removal of potentially noticeable cliff edge effects for this
measure. However, given the removal of a large number of application restrictions
(versus the *“classical” MA), the high complexity of the measure and the limited
supervisability, there would be a risk of this measure harming the stability of the
insurance sector.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.



6.7. Impact on (re)insurance undertakings' solvency position
6.7.1. All undertakings

The following chart displays the percentage of TP that is eligible for Extended MA in each
member state, based on all participating undertakings.

Percentage of TP eligible for MA at YE11
{(full sample}
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FIGURE 35: PERCENTAGE OF TP ELIGIBLE FOR MA AND EMA AT YE11

Concerning the standard EMA, markets which have the highest percentage of TP eligible
are those which already most benefit from the “classical” MA. Hence, the standard EMA
does not significantly serve the purpose of extend the benefit of this device to other
markets. Concerning the alternative MA, a large part of the European insurance market
can apply it. French, Italian and Belgian samples are those which most apply the
alternative EMA.

Absolute SCR surplus for total LTGA sample
{52% of the sample is included in this chart)

Composite B Extended MA Standard 1 (Sc.1)

M on-Life H Extended PMA Alternative (5c.6)

Life

Total sample

- 10 20 30 40 50 B0 70 30
SCR surplus in BN EUR

FIGURE 36: ABSOLUTE SCR SURPLUS IMPACT OF EMA AT YE11
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FIGURE 37: SCR RATIO DISTRIBUTION AT YE11
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FIGURE 38: MCR RATIO DISTRIBUTION AT YE11

The following graphs focus on the impact of different underlying drivers influencing the
application of the EMA:

Credit Quality of eligible assets

Types of assets
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F. Splitting

A. Credit quality of eligible assets
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FIGURE 39: AVERAGE LEVEL OF EMA APPLIED AT YE11 BY MS
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FIGURE 40: AVERAGE CQS OF EMA ASSETS AT YEL11 BY MS

B. Types of assets
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FIGURE 41: TOTAL ASSET COMPOSITION OF PARTICIPATING UNDERTAKINGS YE11
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FIGURE 42: COMPOSITION OF THE EMA MATCHING PORTFOLIO YE11

It should be noted that the LTGA data collection on assets included in the MA portfolios
was not exhaustive. Also, the requested impact analysis of applying hypothetical assets
portfolios was not possible due to very limited data submissions on the related sensitivity
analysis d) to scenario 6. The same is true for sensitivity analysis e)-i) relating to that
scenario.



C. Matching criteria

For the EMA, a strict cash flow matching only applies for the Standard versions (within
the 15% Ilimit introduced for the purpose of the LTGA). Therefore the degree of
mismatch needs to be considered in the Alternative version.
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FIGURE 43: DEGREE OF MISMATCHING FOR EMA

The key drivers of the current mismatch could not be explored during the LTGA, but
should be explored further in case of an implementation of the measure (e.g. availability
of assets beyond the LLP, the fact that surplus are not taken into account to cover future
mismatch).

D. Application ratio
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FIGURE 44: EMA APPLICATION RATIOS




Overview of the components of the CF shortfalls (in average)

100% -
90% -
80% -
70% -
m life CAT
60% -
H disability-morbidity
50% - .
= mortality
0, .
40% M lapse
30% M initial mismatch
20% -
10% -
0% - T

Life Non-life

FIGURE 45: COMPONENTS OF THE CASH FLOW SHORTFALLS

Besides the initial mismatch, lapse risk is the key driver of the application ratio for life
business.

It should be noted that an “assessment of the distribution of lapse and early surrender
risk for products with policyholder options (per type of policy) and likely portion of
matching adjustment to be attributed to policies, in particular the robustness of the
distribution in stressed situations” was not possible based on the LTGA submissions.

E. Determination of fundamental spreads

Fundamental spreads
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FIGURE 46: LEVEL OF REPORTED AVERAGE FUNDAMENTAL SPREADS FOR EMA AT YE11

The above chart displays the levels of fundamental spreads applied by LTGA participants
in different Member States.




F. Splitting

The splitting of liabilities and assets was mentioned to be a challenge by a number of
participants. No quantitative analysis regarding the impact of splitting can be provided
based on the LTGA submissions. Furthermore, the LTGA submissions did also not enable
EIOPA to perform a comprehensive identification of contracts for which a possibility to
split exist.

6.7.2. Undertakings by size

The complexity of the EMA may be a barrier to its application by smaller insurers. This is
reflected in the fact that participants in the exercise indicated that the extended MA is by
far the most resource intensive of the measures tested, and that its complexity would in
many cases be prohibitive. Clearly this would be more of an issue for smaller
undertakings with less specialized resource to dedicate to onerous calculations required
by the EMA.

Smaller undertakings may also have more difficulty making changes to their asset
allocations in order to meet the admissibility requirements of the EMA. To some extent
all undertakings may face difficulties in switching asset classes though, so the more
significant issue for smaller undertakings would likely be the complexity of the device.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.7.3. Undertakings by type

Unlike the “classical” MA, the extended version was applicable to life business as well as
non-life annuities. However, reinsurance business was excluded which does not seem to
link to technical or prudential reasons where the application conditions are otherwise
met.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.7.4. Group aspects

On balance, the EMA measures do not appear to present any particular challenges for
insurance groups beyond the general challenges related to the application of multiple
risk-free rate adjustments.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.7.5. National market insights

The measure is applicable relatively broadly across Member States. Therefore, no
particular observations regarding individual Member States have been made.




6.7.6. Cross-border business

The observations presented in the respective subsection of chapter 5 on MA are also
valid for the EMA.

6.7.7. Sll balance sheet volatility

Most participants and NSAs alike acknowledged that the EMA measures would reduce
balance sheet volatility stemming from liquidity-related price movements of their debt
holdings. However, incentivising unmitigated investment in long-term illiquid debt to
back liquid liabilities clearly exposes insurers and their policyholders to the associated
risk of runs. This is a threat to policyholder protection as well as financial stability since it
undermines the accurate assessment of ruin, which depends on the actual market values
obtainable for assets, where these may need to be sold unexpectedly to meet liquid
liabilities. The price effects of illiquidity in the assets should therefore only be reflected in
liabilities that are likewise illiquid, as in the case of the “classical” MA.

On balance the issues with the EMA outweigh the potential the device has for mitigating
short-term volatility, rendering it unsuitable for the long-term guarantees package in the
view of most supervisory authorities.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.8. Impact on competition

The EMA could have adverse consequences in terms of competition in the market due to
the national option design.

Furthermore, the EMA fails to ensure the same type of product is dealt with in exactly
the same way throughout Europe, according to the current features e.g. 'hard-to-
interpret’ application conditions, local supervisors which are allowed to accept (as a
member state option only) the application of matching adjustment, or the fact that only
activities performed in the Member States where the undertaking has been authorized.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.9. Impact on Long Term Investments

This is discussed in the section ‘Incentives for good risk management’ above.

6.10. Other considerations

Participants noted that in order to achieve a consistent and sound treatment in the
European Market for the *“classical” and extended MA, the floor to apply for the
calculation of the fundamental spread should be the same, as there is no technical
justification for this distinction (same floor).

Few stakeholders commented that unpredictable risks, such as mortality risk, are
already considered in the application ratio and there is no justification to penalize EMA in



the floor of the fundamental spread, which, therefore, should remain constant regardless
of the features of the matched liabilities. For similar reasons, the initial mismatch should
not be taken into account in the application ratio, but it should only capture the
additional mismatches that may arise as a result of the application of shocks against the
risks of mortality, lapses and so on. Otherwise, the application of both MA (“classical”
and Extended) could lead to unjustifiable and distorted results. For example, for a pure
annuity for life with an initial 13% mismatch, a 100% classic MA could be applicable;
however a life annuity with residual mortality risk and 4% mismatch can only apply an
EMA of 96%. Similarly, for a non-life annuity with a 4% initial mismatch just a 96%
application ratio could be applicable because only the extended MA could be used and
initial mismatches should be taken into account. However, a 100% application ratio
could be considered in case it was a pure life annuity, where the “classical” MA would be
applicable. This fact could be considered an inconsistency as both products would be
subject to exactly the same risks but a different treatment would apply nonetheless.

In addition to the outlined aspects which are specific to the EMA, most observations
presented in the respective subsection of chapter 5 on MA are also valid for the EMA.

6.11. Main technical findings on the Extended MA

Supervisory authorities expressed a significant concern that rewarding insurers for
holding illiquid assets against liquid liabilities would incentivise them to take on
inappropriate levels of liquidity risk, and in effect, to operate as shadow banks. Maturity
transformation is the traditional business of banks, which finance illiquid long-term
investments (such as loans) with liquid liabilities (deposits). In addition to having access
to lenders of last resort, the regulations applicable to banks set out explicit liquidity
requirements. Solvency Il contains no such provisions. Incentivising unmitigated
investment in long-term illiquid debt to back liquid liabilities clearly exposes insurers and
their policyholders to the associated risk of runs. This is a threat to policyholder
protection as well as financial stability since it undermines the accurate assessment of
ruin, which depends on the actual market values obtainable for assets, where these may
need to be sold unexpectedly to meet liquid liabilities.

The complexity of the device makes it burdensome (or even barely possible) for industry
and supervisors to operate and in the extended alternative form, can lead to poor risk-
management incentives due to the very high spreads observable on assets of credit
quality steps 4 and lower.

On balance these issues outweigh the potential the device has for mitigating short-term
volatility, rendering it unsuitable for the long-term guarantees package in the view of
EIOPA and most supervisory authorities.

EIOPA’s main observations and technical advice on the Extended Matching
Adjustment

EIOPA’s main observations on the Extended MA:

Unlike the “classical” Matching Adjustment, the extended version raises significant
concerns in terms of providing false risk management incentives, in particular in terms of
credit quality of assets and with regards to the management of liquidity risk. This
severely impacts the level of policyholder protection. These concerns are further




increased by the high complexity of the measure’s calculations and implementation
which would also require an extensive supervisory review process which is not seen as
implementable by the majority of supervisors.

Based on clear indications from LTGA participants, the measure would, furthermore,
create a competitive disadvantage for small and medium size undertakings as they might
not be able to apply the adjustment due to its complexity.

EIOPA'’s technical advice on the Extended MA:

Based on the outlined major concerns with regards to policyholder protection,
competition and supervisability, EIOPA advises to exclude the Extended Matching
Adjustment from the LTG package.




7. Transitional Measures

7.1. Purpose of the measures and highlights of the tested approach

A transitional measure is proposed for obligations that are severely impacted by the
introduction of Solvency Il, i.e. the value of these obligations significantly differs under
Solvency Il compared to Solvency I. The transitional measure tested in the LTGA is
based on the relevant risk-free interest rate term structure to calculate the best estimate
with respect to specific insurance or reinsurance obligations. The idea is to implement
the valuation change gradually over a sufficiently long time-period, currently proposed to
be 7 years.

The approach tested in the context of the LTGA involved that undertakings would
generally apply Solvency Il principles. However, a weighted average of Solvency Il and
Solvency | interest rate curves is used for valuing existing liabilities and for calculating
the capital requirements. Thereby, the Solvency | interest rate is fixed at the date of
implementation of Solvency Il. This particular design of the measure relates to the issue
that while in most national frameworks the Solvency | rate is supposed to be “prudent”,
in the current market situation (low interest rates) the values taken directly from
markets are stricter in the sense that they could lead to a higher valuation of technical
provisions, especially if the Solvency I rate is based on a historic average.

It should be noted that the transitional measure would apply to business in force at
Solvency Il inception only, i.e. not to new business written thereafter, and the effect of
the measure needs to be fully disclosed to the public. Furthermore, the tested approach
included some restrictions, for example the measure applies to certain life obligations
only*?. It cannot be applied by undertakings to any obligations already under the
Matching Adjustment and it does not apply to cross-border business. Three LTGA
scenarios relate to the application of the transitional measure:

e Scenario 8: Transitional measure on all existing business at YE11 assuming to be
0 years into the transitional period;

e Scenario 9: Transitional measure on business related to paid-in premiums only at
YE11 assuming to be O years into the transitional period;

e Scenario 11: Transitional measure on all existing business at YEO4 assuming to be
at 0 years into the transitional period;

7.2. Impact on policyholder protection

Relating to existing policyholders

The option of a smooth transition between different regulatory regimes generally
provides a very positive contribution to policyholder protection. This is especially the
case for long-term business where undertakings have a good chance to close the liability
valuation gap over time without cutting policyholder benefits.

2 If technical provisions were determined using the interest rate referred to in the laws, regulations and
administrative provisions adopted pursuant to Article 20.B.a of the Life Insurance Directive (2002/83/EC).




As the transitional measure tested by EIOPA as part of the LTG package was designed to
smooth the transition between two very different regulatory regimes, it cannot be
considered truly market consistent, especially during the first years of the transitional
period.

By definition, liabilities valued under the tested transitional approach are lower than
under a fully market consistent approach. A number of NSAs did raise this concern in the
context of policyholder protection. However, it seems impossible to overcome this
concern in any transitional tool that is trying to close the liability valuation gap over
some time. The need to publically disclose the effect of the measure seems to provide
some counterbalance to the concerns as it creates peer pressure to close the gap.

In order to ensure policyholder protection, the measure needs to be accompanied by a
sound supervisory review process that includes regular reporting on actions taken and
progress made and that also ensures a fair treatment of different cohorts of existing
policyholders.

Vital points for the implementation of the measure in the light of policyholder protection
are:

e Given the (partial) departure of this measure from market consistent principles, it
seems to be useful to implement Pillar 2 measures that carefully review plans for
dividend payments and profit participations of undertakings.

e Furthermore, an especially strict supervisory approval and review process is
required for undertakings that are already under recovery measures when
entering into the Solvency Il framework.

Relating to new policyholders

Undertakings applying the transitional measure will in most cases need to overcome a
quite significant gap in liability valuations over a certain period of time. It is crucial to
ensure that this gap is not closed at the cost of new policyholders. This can be ensured
by a sound supervisory review process.

On the other hand, it is also clear that new business should not benefit from the
transitional measure, i.e. harm the protection of existing policyholders.

7.3. Impact on effective and efficient supervision

Collective supervisory tool for the transition process

A collective Pillar 1 solution to the described issue of transitioning from one regulatory
framework to another seems to enable supervisors to run a relatively efficient process.
However, as indicated above, the measure would need to be supported by an increased
focus on the supervisory review process.

Limited application across Member States

Many NSAs do not anticipate additional efforts regarding the transitional. However, this
view is heavily impacted by the fact that the tested measure did only seem effective in a
few Member States. Four NSAs stated that the tested transitional would be favoured
over a MA application. The Member States where the tested measure is effective are
those where there is a noticeable difference between current SI and Sl rates.



A number of NSAs flagged that the tested mechanism is currently not very effective for
their markets because of the tailored design. If the measure could be accompanied with
a tool to directly cover the closing of the Technical Provisions gap, this would result in a
broader application across EU markets.

Challenges to the supervisory review process

Some participants mentioned challenges of calculating future discretionary benefits on a
portfolio level which spans over various sub-portfolios with different Solvency | rates.
Also, technical difficulties are expected from the second year of the transition period
onwards:

e separation of existing business and new business;

e in particular, separate calculation of surplus participation for the existing business
and new business;

e consideration of new business with separate Solvency Il valuation;

e valuation of options and guarantees for business for which the transitional is
applied.

The supervisory review process will hence assess the adequacy of the approaches
chosen to deal with these technical difficulties. In addition, the proposed split of paid-in
and future premiums as tested in scenario 9 of the LTGA could lead to an even more
difficult supervisory review process.

The use of this transitional measure is also expected to require additional verification by
the respective NSA regarding whether the criteria for obligations and type of undertaking
are met. Prior to implementation, this would be a one-off effort for NSAs.

It was also stated that the transitional could affect the comparability of the valuation of
Technical Provisions for the same products within the same undertaking depending on
whether the product belongs to existing business or to new business. The valuation
mismatch and the resulting balance sheet volatility were noted as an unwelcome and
unjustified risk to long-term solvency making it difficult for supervisors to anticipate,
manage and plan.

7.4. Implementation effort

For industry

For the transitional measure, participants delivered the following comments regarding
the implementation:

e The transitional is very complex from the undertakings’ point of view and some
NSAs expect that several undertakings will not apply this measure to avoid high
implementation cost;

e In relation to the effect of a 7 year transitional the implementation effort is
considered to be too high.

The complexity also relates to the fact that undertakings would need to run two full
Solvency Il balance sheet and capital requirement calculations for key reporting dates as
the effect of the measure needs to be publicly disclosed. This transparency is vital to the
credibility of the Solvency Il framework.




As indicated in the introduction section of this report, only about 20% of participating
undertakings provided results for scenario 9. To a large extent, this is due to the
circumstance that the split of paid-in and future premiums was technically not feasible
for the undertakings. EIOPA generally shares the view on the high implementation effort
relating to a split of paid-in and future premiums. However, not introducing such a split
could lead to an inappropriate application, e.g. a dynamic premium increase for regular
premium insurance products is the key new business driver in some Member States
where the tested measure was applied. So including these premiums in the application of
the measure would contradict the scope of the measure. Suitable technical short-cuts
therefore need to be developed to prevent the inadequate application of the measure
resulting from the technical inability to split premiums within one contract.

For NSAs

The implementation effort for NSAs in Member States where the transitional measure is
applied seems relatively high as indicated in section 7.3. This is linked to higher efforts
in the supervisory review process and to the verifications of conditions to the application
of the measure pre-implementation. However, NSAs concerned consider this higher
effort adequate and necessary in the light of preventing any unintended consequences of
the measure application.

For EIOPA

EIOPA does not expect significant implementation effort with regards to the transitional
measure.

7.5. Incentives for good risk management

The transitional measure introduces the market consistent valuation only gradually over
a number of years. Hence, there might be a risk that incentives for good risk
management are not very high, especially in the initial years. As disclosure of this
measure is needed and an intensified supervisory review process is envisaged, this
potential issue might be overcome.

Some NSAs also flagged that the transitional measure in its current and tested design
complicates hedging strategies by insurance undertakings as it applies a non-market
consistent risk-free rate. This might lead to an unstable solvency position and to
significant difficulties when weighing up this artificial position against managing the
current market risks relevant to the business.

7.6.  Impact on financial stability and prevention of systemic risks

In terms of the impact on financial stability, the implementation of transitional measures
aims at providing insurance markets that are strongly impacted by the implementation
of Solvency Il with a “softer landing”. In this context, those measures should be seen as
generally having a positive impact on the stability of the EU insurance sector as a whole.

On the other hand, the LTG transitional measure might perhaps lead to a further
deepening of issues that are not just related to short-term market movements, but are
of a more structural nature. In this case, the measure application could delay the
restructuring of affected market segments, ultimately resulting in an even larger impact
on the stability of the EU insurance sector after some years. Hence, it is important to



find the right balance in terms of the length and conditions of the LTG transitional
measure.

7.7. Impact on (re)insurance undertakings' solvency position

7.7.1. All undertakings

The analysis of the transitional impact on solvency positions across the Member States
reveals that an application of the measure reduces surplus and SCR/ MCR ratios.
However, this is related to the application of the transitional measure also in cases
where the Sl interest rates are lower than the SIl ones, e.g. in PL, FR, IT.

Absolute SCR surplus for total LTGA sample
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FIGURE 47: ABSOLUTE SCR SURPLUS FOR THE TOTAL SAMPLE OF SCENARIO 8

Based in the below analysis, it seems that the transitional measure results in an increase
of the average solvency position at YE11 compared to a 50 bps CCP application for a
number of countries displayed on the right hand of the chart. However, the underlying
data is not seen as fully reliable based on the views of some NSAs and most CCP levels
have been estimated to be above 50 bps at YE11.

400,0%

350,0%
300,0%

250,0%

200,0%

150,09

100,0%
50,0%

0,0%

¥

-50,0% 82 e A L & o

&
?:a. 8]

B CCPS0bp MTransitionals MW Currency CPP

FIGURE 48: SCR RATIOS WITH APPLICATION OF A 50 BPs CCP AND CURRENCY CCP vsS SCENARIO 8




7.7.2. Undertakings by size

It is likely that small undertakings may have more problems with the technical
difficulties, which arises with the framework as tested in the LTGA. However, from the
LTGA submissions there is no evidence that the impact of the transitional measure
differed for small and large undertakings.

7.7.3. Undertakings by type

The measure is by definition restricted to life insurance business. Life insurance
companies with a large amount of long-term guarantees that are relatively high
(compared to the current level of the risk-free rate) will see the highest positive impact
of this transitional measure.

7.7.4. Group aspects

There might be additional complexity relating to the application of the transitional
measure on group level compared to solo level, especially if different transitional curves
are applied at group level for the same currency across subsidiaries. This complexity is
the same for other LTG measures that might results in different risk-free rate
adjustments for the same currency.

7.7.5. National market insights
Selected examples:
FR/ IT: The transitional was not applicable due to very low maximum interest rates.

IE: For the life market in Ireland, around two third is cross-border business which is
excluded from the measure.

UK: The transitional measure is not suitable for UK insurers given that it will determine
the discount rate based on a rate fixed at the implementation date, rather than applying
merely the methodology at the implementation date.

7.7.6. Cross-border business

By design, the transitional is not applicable to cross-border business, i.e. there is no
impact for that business in the context of the LTGA.

7.7.7. Sll balance sheet volatility

While the measure has not been developed as a tool that reduces “artificial” volatility, its
current design (based on a slow convergence to the market consistent risk-free rate)
might create smoothing effects on technical provisions, especially in the first years of
application. This is due to the fact that only a part of the real market movements is
picked up in the transitional rate. On the other hand, this could also lead to more
volatility in the Own Funds.



7.8. Impact on competition

Within a Member State

It is envisaged that the application of the measure will need to be agreed with the
national supervisors by each undertaking. This might result in some undertakings being
able to apply the measure while others are not. This situation could lead to significant
competitive imbalances on the respective Member States, especially if no additional
measures relating to dividend payments or profit participations are linked to the
application of the transitional measure. (Many competitors in the with-profits market
consider the level of profit participations granted as a key factor influencing new
business sales.)

Relating to cross-border business

The exclusion of cross-border business from the measure can lead to quite large
distortions in Member States where the transitional measure is widely applied. As the
concerned undertakings who are not authorised in the Member States will need to close
their gap in interest rates at the start of the Solvency Il implementation date, this could
lead to serious disruptions in their businesses and potentially also have an effect on their
new business.

Across Member States

It was mentioned by participants, that there are also potential competitive issues across
Member States. For example, the assumption is that Member State A undertakings can
apply the transitional measure as tested, but Member State B undertakings cannot.
However, Member State B undertakings also have an issue with the value of their
technical provisions under Sl vs. Sll, but this is triggered by the implementation of the
Risk Margin rather than the difference in applied interest rates. In this case,
undertakings in Member State B might need to increase their funding, while
undertakings in Member State A have several years to overcome the issue.

7.9. Impact on Long Term Investments

The measure does generally not seem to provide any special incentives or disincentives
to invest in long-term assets of any type.

However, undertakings with considerably longer durations of liabilities compared to
assets might have fewer incentives to close this gap if they are provided with more time
to fully implement the market consistent valuation principles. Sound Pillar 2 processes
can avoid such potential issues.

7.10. Other considerations

Without implementing a strong supervisory review element and strict conditions to LTG
transitional measures in general, the supervisory community runs a reputational risk of
fostering the delay of overcoming structural issues of individual undertakings or even
whole market segments. So again, a Pillar 2 is a key success factor for this measure.

One NSA considered the length of the transitional measures to be insufficient, since the
average duration of assets in the respective market is about 10 years whereas the




duration of the liabilities is much longer (up to 30 years). The measure should be
“affordable” for market participants.

7.11. Main technical findings on the Transitional measure
The main positive aspects of the tested Transitional approach are:

e It offers a smooth transition between different regulatory regimes which could
ultimately lead to more stability in the insurance sector;

e It provides supervisors with the possibility to collectively address issues related to
the different valuations of liabilities (based on different discount rates applied)
under Solvency | compared to Solvency I1;

e Its application results in a relatively high comparability of results based on the
need to disclose the full impact.

Further key observations that have been made with regards to the tested transitional
measure:

e The application of the measure is only suitable for very few Member States which
have life long-term guarantee products discounted with relatively high rates under
Solvency I;

e In terms of quantitative impact, the effectiveness of the measure could not be
fully supported with LTGA data (which seems to be related to the quality of data
for scenario 8);

e The complexity of the measure triggers technical difficulties, especially from the
second year of the transition period onwards:

0 separation of existing business and new business;

o0 in particular, separate calculation of surplus participation for the existing
business and new business;

0 consideration of new business with separate Solvency Il valuation;

o valuation of options and guarantees for business for which the transitional
is applied.

e There is a risk of transitional measures in general creating a delay in overcoming
structural problems of undertakings or certain markets which could harm
policyholders and the stability of the insurance market; a strong supervisory
review process and strict application conditions could reduce this risk;

e The measure could also lead to competitive distortions between undertakings
applying it and undertakings not applying it; Pillar 2 measure relating to the
review on dividend payments and profit sharing plans could prevent such
distortions to a large extent;

¢ Implementation efforts are relatively high for undertakings and NSAs;

e The proposed transitional period of 7 years is not considered to be sufficient by
some NSAs.

Finally, it should be noted that though there are a number of drawbacks to LTG
Transitional measures, there do not seem to be real alternatives to implementing these
measures for existing business in cases where the change of regulatory framework
results in significant negative impact on solvency positions.



EIOPA’s main observations and technical advice on the Transitional Measures

EIOPA’s main observations on the Transitional Measures:

EIOPA fully supports the implementation of Transitional measures as part of the LTG
package. Any such transitional measure should, however, be aligned with the following
principles: (1) truly transitional nature (no grandfathering); (2) should be sufficiently
simple to allow implementation in undertakings at proportionate costs; (3) supervisable;
(4) transparent, i.e. full disclosure and minimal interference with SIlI methodology; (5)
accompanied by an intensified supervisory review process including the review of
dividend and profit participation plans.

Transitional measures are not primarily aimed at reducing the volatility of the Solvency
Il balance sheet, but rather at providing a smooth transition between different
regulatory regimes which would ultimately lead to more stability in the insurance sector.
Therefore, EIOPA believes that transitional measures are important for a smooth
transition.

By definition, this approach is aimed at providing a positive effect regarding policyholder
protection (reducing risk of companies not being able to afford the transition) and
financial stability. But it also comes with certain risks in both areas that, if appropriately
designed, can be addressed. Right incentives must be provided (thus transitional
measures should be preferred to grandfathering type of provisions) to undertakings and,
to ensure policyholder protection a simple and transparent process must be provided,
reinforced with an enhanced supervisory review process (SRP). This includes an
appropriate length of the period of applicability, and full transparency regarding the
consequences of such application.

The Transitional tool tested effectively addresses the issue of the technical provisions
gap for certain types of businesses with long-term guarantees. The specific design
generally limits the application to some Member States where such products are offered
or have been offered. However, the general issue of gaps in technical provisions due to
the inception of Solvency Il will most likely also exist in other Member States for
different reasons, e.g. the implementation of the risk margin, revised contract
boundaries or differently calibrated market-consistent risk-free rate curves. Also for this
a suitable transitional should be found.

A relevant issue to consider is linked to the underlying nature of transitional measures:
they should focus on the value of the promise made under Solvency | (technical
provisions) and how to align it with the market consistent valuation of Solvency Il that
adequately prices options and guarantees, therefore not affecting the capital
requirements. The way to do it, in EIOPA’s view, would be a pure adjustment of eligible
own funds which reduces over time.

EIOPA'’s technical advice on Transitional Measures:

Based on the outlined principles and observations, EIOPA advises to implement
transitional measures as part of the LTG package. In order to make these
measures available for a broader application, EIOPA also advises to complement the
tested measure with a second measure that is able to address further issues also
related to the different valuation of technical provisions under Solvency | versus




Solvency Il. Both approaches follow the principles defined by EIOPA and need to be
accompanied by strong supervisory review elements.

The first transitional measure (“dynamic”) is aligned with the tested approach, but it
should introduce some amendments to reduce technical complexity and ensure
“affordability” for the undertakings. This measure continues to be linked to the difference
in Sl and Sl rates, i.e. provides a dynamic adjustment.

The second transitional measure (“static”) based on a more static assessment of the
difference in the SI vs SIlI Technical Provisions at the date of Solvency Il
implementation. This difference would then trigger a static adjustment of the Sl balance
sheet which is run down over time.

This proposal would allow further Member States apply transitional measure for issues
linked to the different valuation of liabilities under Sl vs Sll. The approach is relatively
simple, i.e. it does not require the splitting of existing vs new business or paid-in vs new
premiums. The drawback of this option is that significant changes in the risk-free rate
during the transitional period might result in a too small or too large relief for
undertakings. This could be overcome by implementing a regular review of the static
adjustment level (e.g. every 24 months).

Solvency | Solvency |l Delta TP Solvency |
w/o STrans at (fixed for w/ STrans at
year 0 entire year 0
transition)

Assets OF Assets

Assets | | Capital

MCR/ SCR remain unchanged from “w/o STrans”

Please see Section 9.11 for details on this approach and Section 10.2 for an initial impact
assessment regarding the two transitional measures proposed.

Finally, the transitional measures should not represent Member State options and
not exclude cross-border business, but should be applicable in all Member States
subject to NSA approval.




8. Extension of Recovery Period

8.1. Purpose of the measures and highlights of the tested approach

Summary

The extension of the recovery period (ERP) is the only measure which applies after the
SCR has been breached by the undertaking. This is an important distinction to be made
especially with regard to the protection of policyholders which will be discussed in a
subsequent chapter.

(Re)insurance undertakings are required to comply with their SCR on a continuous basis.
Where undertakings observe that their SCR is no longer complied with, undertakings are
granted 6 months from the observation of non-compliance to recover the SCR. The
supervisory authority may extend that period to a maximum of 9 months (meaning
additional 3 months to the 6 months period).

However, in the event of an exceptional fall in financial markets, as determined by
EIOPA, an ERP may be granted to the undertaking by the supervisory authority
concerned. The question in this assessment is whether the maximum extension can be
part of agreement of the long-term guarantee package in case the average duration of
the technical provisions exceeds 12 years.

The factors on which EIOPA should base its decision to declare the existence of an
exceptional fall in financial markets are also under discussion. But this is not part of the
long-term guarantee package and therefore not part of this report.

The ERPs designed to tackle possible pro-cyclical effects of a breach of SCR, such as
distressed sales of assets on financial markets. Depending on the final agreement, it
may also address the specific nature of long-term guarantees, without distinction
between life and non-life activities, insofar as the maximum length of the extension of
the period may be linked to, and may be higher for, technical provisions with a higher
average duration.

Current legal framework

The ERP in the event of an exceptional fall in financial markets is not a new mechanism
introduced by the draft Omnibus Il Directive.

The extension of the recovery period has always been part of the Solvency Il Directive,
which provides in its Article 138 (4):

“In the event of an exceptional fall in financial markets, the supervisory authority may
extend the period set out in the second subparagraph of paragraph 3'2 by an appropriate
period of time taking into account all relevant factors.

The insurance or reinsurance undertaking concerned shall, every three months, submit a
progress report to its supervisory authority setting out the measures taken and the
progress made to re-establish the level of eligible own funds covering the Solvency

3 That is to say, the normal period of 6+3 months.




Capital Requirement or to reduce the risk profile to ensure compliance with the Solvency
Capital Requirement.

The extension referred to in the first subparagraph shall be withdrawn where that
progress report shows that there was no significant progress in achieving the re-
establishment of the level of eligible own funds covering the Solvency Capital
Requirement or the reduction of the risk profile to ensure compliance with the Solvency
Capital Requirement between the date of the observation of non-compliance of the
Solvency Capital Requirement and the date of the submission of the progress report.”

Regarding the maximum ERP, the current framework limits that extension to a period of
21 months on top of the 3+6 months resulting in a maximum of 30 months.

The procedure to trigger the ERP is envisaged as follows:

e The national competent authority concerned shall first request EIOPA to
determine whether an exceptional fall in financial markets has occurred;

e Within 4 weeks, EIOPA shall decide on the existence of such an event, basing its
decision on external and undertaking-specific factors;

e Where EIOPA determines that an exceptional fall in financial markets has
occurred, that determination, together with a statement of the reasons, shall be
communicated to each of the supervisory authorities in the Union and made
publicly available, unless such publication could seriously jeopardise the orderly
functioning and integrity of financial markets or the stability of the whole or part
of the financial system of the Union;

¢ Eventually, EIOPA shall determine when the conditions on which the declaration of
the existence of a fall in financial markets are no longer fulfilled, meaning the end
of the extension of the recovery period.

The below table shows the combination of external and undertaking-specific factors on
which EIOPA is to base its decision regarding the existence of an exceptional fall in
financial markets.

External factors Undertaking-specific factors

1 | the impact of an extension on financial | the impact of an extension on
markets, on the availability of insurance | policyholders and beneficiaries
and reinsurance products and on
policyholders and beneficiaries

2 | the number and size of the insurance | the extent to which the insurance or
and reinsurance undertakings affected | reinsurance undertaking is affected by
by the exceptional fall in financial | the exceptional fall in financial markets
markets and whether the size and
nature of those undertakings could,
when taken together, have a negative
effect on the financial markets

3 | possible pro-cyclical effects of the | the means available to the undertaking
Solvency Capital Requirement, including | to re-establish compliance with the
distressed sales of assets on financial | Solvency Capital Requirement and the
markets existence of a realistic recovery plan

6 | the possibility for insurance and |the causes and the degree of non-
reinsurance undertakings to raise | compliance with the Solvency Capital
additional own funds in financial | Requirement

markets




the availability of an active market for
assets held by insurance and
reinsurance undertakings and the
liquidity of that market

the composition of own funds held by the
insurance or reinsurance undertaking

8 | the capacity of the reinsurance market | the composition of the assets held by the
to provide reinsurance or retrocession | insurance or reinsurance undertaking
cover at a reasonable price

9 | the availability in financial markets of | the nature and duration of technical
adequate risk mitigation techniques, | provisions and other liabilities of the
including financial instruments, at a | insurance or reinsurance undertaking
reasonable price

10 | the availability in financial markets of | when applicable, the availability of
other means to reduce the risk- | financial support from other undertakings
exposure of insurance and reinsurance | of the group to which the insurance or
undertakings and the cost thereof reinsurance undertaking belongs

11 any measures taken by the insurance or

reinsurance undertaking to Ilimit the
outflow of capital and the deterioration of
its solvency position

TABLE 12: EXTERNAL AND UNDERTAKING-SPECIFIC FACTORS FOR ACTIVATING ERP

Changes as part of the LTG package
The draft Omnibus Il text may change the recovery period mechanism in three areas:

e Powers of EIOPA where the potential extension of the recovery period concerns
groups: in case of diverging views in the college of supervisors concerned about
the extension of the recovery period, EIOPA shall be consulted during one month.
If, at the end of this period, no agreement has been reached within the college,
EIOPA shall then take the decision about the extension of the recovery period.

e Criteria on which the decision of extension of the recovery period is made: Having
received a request from a national supervisory authority, EIOPA shall determine
whether an exceptional fall in financial markets exists where:

0 There is a fall in financial markets, and

o The fall in financial markets has already or is likely to seriously and
adversely affect the financial situation of one or more insurance and
reinsurance undertakings.

e The maximum extension of the recovery period for undertakings providing long-
term guarantees.

As part of this impact assessment, EIOPA is requested to focus its analysis on the third
area, the maximum extension of the recovery period.

The Trialogue parties requested EIOPA to assess the impact of setting a maximum
extension of the recovery period for insurance undertakings providing long-term
guarantees. The exact proposal to be tested includes:

e An eligibility criterion: a 12 years average duration threshold applies to capture
only undertakings whose business is mostly of a long-term nature.

e A cap for eligible undertakings: the extension of the recovery period cannot be
greater than one-third of the average duration of the technical provisions with a
maximum of 7 years.




8.2. Impact on policyholder protection

There can be a very positive impact on the protection of policyholder by an ERP as
(re)insurance undertakings are not forced into a run-off as a result of exceptional and
temporary market conditions (after the expiration of the regular recovery period) even
though the SCR breached.

If another measure, for instance the adaptation of the risk-free rate, has already been
applied the SCR will be breached later than without the measure. A combination of the
ERP with one of the other measures discussed in this paper defers the breach of the
SCR. Therefore positive impacts will be available for policyholders for a longer period of
time. On the other hand, a combination of the measures might also decrease
policyholder protection. The combination of a higher level of own funds, a lower level of
SCR and a long recovery period may create a false sense of security for management of
undertakings. Meanwhile, solvency problems of the undertaking can accumulate, for up
to maximum 7 vyears, i.e. the risk of delaying necessary measures to restore the
solvency level of the undertaking concerned increases if combinations of other LTG
measurers with the Extension can be used.

To tackle any prejudice that may arise from a combination of measures together with the
extension, EIOPA proposes that as soon as the SCR is no longer complied with on the
basis of the ‘adjusted’ coverage ratio, the insurance undertaking is required to take the
necessary measures to restore the coverage ratio within the recovery period subject to
extension where the conditions are met. Once the LTG package is final, it needs to be
reviewed whether solvency levels should be restored including the application of certain
LTG measure, or on a non-adjusted basis.

The extension is granted by the NSA concerned, which has to report to EIOPA if an
extension is given. Peer reviews are necessary to complement the device in order to
prevent inconsistent ERP application across Member States and thus a different
treatment of policyholders.

8.3. Impact on effective and efficient supervision

Assessment of the appropriateness of the Extension of the Recovery period

The ERP would give undertakings adequate time to resolve most of the excessive
volatility impact brought about by assessing solvency. The extension tends thus to
minimize the negative impacts of volatility reflected in the Solvency Il balance sheet.

From a supervisory point of view, the extension is an important tool which enhances the
effectiveness of the supervision insofar as the probability of breaching the SCR increases
in times of distressed market conditions. During such adverse events, possible sales of
assets may not appear as a timely measure and an ERP should provide a larger window,
beneficial to the undertaking concerned and thereby to policyholders.

The ERP itself does not change the balance sheet of the insurer; therefore the
supervisory impact of the ERP can be seen as more transparent for the supervisors; and,
in addition, the ERP and its duration are required to be disclosed publicly.



The causes of the SCR breach can be manifold. The given fact of an exceptional fall in
financial markets is required to be one reason; the other reasons could be much more
undertaking-specific. For example the NSA concerned could ask in the recovery plan that
those undertaking specific causes have to be remedied in a shorter period of time than
the maximum extension granted. This gives more flexibility to the supervisory measures
applied available when applying the ERP.

Like the forward looking assessment of the undertaking’s own risk (based on ORSA
principles, and part of the preparatory guidelines by EIOPA), the ERP will not be a ‘tick-
the-box’ mechanical supervisory tool. The undertaking will be requested to show in detail
in its recovery plan how it will assure to meet the capital requirements on a continuous
basis in near future.

A lot of weight will be put on the supervisory assessment. Internal and external factors
need to be taken into account by the NSA in order to determine the duration of the ERP.
Such an assessment is not easily done and needs a lot of resources and expertise by
supervisors.

Appropriateness of the maximum length of the Recovery period

First and foremost, since the Solvency Il framework is not yet implemented, any view on
the appropriateness of the maximum length of the Extension cannot be supported by
experience or external data. It can therefore not be currently judged in a satisfying
manner if the maximum duration is appropriately set, if it is one third of the average
duration of the liabilities.

Link to an exceptional fall in financial markets

The ERP can be a very effective and powerful supervisory tool in certain crisis situations.
However, the explicit link to an exceptional fall in financial markets would prevent the
use of this measure in other types of crises which might affect (re)insurers, e.g. low
interest rate environment or a series of large catastrophic events.

8.4. Implementation effort

For industry

The effort by industry to ask for an ERP is neither costly, nor does it request other
special expertise. As the capital requirements have to be met on a continuous basis
under Solvency Il, which has to be shown for example in the forward looking assessment
of the undertaking’s own risk, one cannot argue that the recovery plan has a major
impact on the implementation cost of an undertaking. The costs will be equal for users of
approved internal models and for users of the standard formula.

For NSAs

The implementation for NSA is expected to be much more cost intensive. To assess the
factors which are thought to be undertaking-specific as well the weighting of external
factors is partly a new task for NSA. In addition, reporting lines to EIOPA need to be set
up. But those implementation costs for NSAs are not directly related to the maximum
duration of the extension. Those costs are mainly part of the implementation costs for
NSA under Solvency I1, so that they can be neglected for this report.




For EIOPA

The same applies for EIOPA. It is among EIOPA’s tasks for the implementation of
Solvency Il to set up reporting lines for its members and to decide on the existence of an
exceptional fall in financial markets. The mediation role in colleges proposed in Omnibus
Il can be covered with existing resources inside EIOPA, as part of its tasks and mediation
role in colleges.

8.5. Incentives for good risk management

As described above the dialogue between the undertaking and its supervisor will have to
increase when the undertaking is asking for an Extension of its Recovery Period. The
progress report during that extension will need to be submitted to the NSA every three
months, in order for the supervisor to see if significant progress is being made (or that
the insurance company has at least taken serious steps in order to recover its SCR).

A clear negative effect on risk management is the fact that the undertaking in breach of
the SCR will not face immediate actions from the supervisor when an extension is
granted. This could lead to moral hazard of the undertaking concerned. And this moral
hazard could be contagious to other firms in that market, too. The SCR could lose its
value of being a clear measure of the solvency of one firm which could impact the
credibility of that insurer and of that financial market.

For all the above mentioned EIOPA would therefore underline the importance of the
undertaking’s progress report as a very good incentive for good risk management. We
would like to recall that not only raising new capital will help to restore the SCR, but that
other measurers like derisking of business could serve the same goal.

8.6. Impact on financial stability and prevention of systemic risks

An extension of the recovery period can temporarily avoid run-off situations of
(re)insurers. Such a run-off situation could lead to contagion risks in the concerned
market. Therefore the extension is a good tool to prevent further systemic risks.

EIOPA would like to emphasize that a granted extension is in its nature a more short
term supervisory measure. The amendment made in the OMD |1 discussion refers to the
maximum length of that extension. EIOPA expects that NSAs will not make use of that
maximum extension in many cases. We expect that NSAs will act cautiously when
applying this measure, as it is new to supervisory practice under Solvency Il. Therefore
the impact on financial stability and prevention of system risks is not major for one
market in a financial crisis.

8.7. Impact on (re)insurance undertakings' solvency position

There will be no impact on the solvency position or on the balance sheet of insurance or
reinsurance undertaking or a group. The solvency position needs to be negative;
otherwise this supervisory tool cannot be triggered. EIOPA would like to remind that the
capital requirements should be met on a continuous basis and that EIOPA therefore sees
the ERP as a measure of last resort.



The ERP might have a negative impact on undertakings, because they determine the
SCR measure as no strong line but as a soft target. They are too optimistic about their
breach of the SCR and their negative solvency ratio.

The ERP in itself does not improve the balance sheet or the SCR. Those steps have to be
taken by the undertaking itself regardless of the maximum length of that extension and
they have to show in advance to the NSA concerned the undertaking’s recovery plan.

8.8. Impact on competition

As the NSA concerned decides on the granting and the duration of the ERP by
considering undertaking-specific factors, too, a ‘subjective’ decision could potentially
impact competition. However, a harmonised approach in this respect together with a
strong central coordination could overcome this potential issue. NSAs need to report to
EIOPA if an ERP was granted. This allows a comparison between different Member States
on an aggregated level. Therefore, a high degree of transparency can be achieved if the
quality of centrally shared information is sufficiently high.

Furthermore, in case of disagreement between supervisors in a college, EIOPA should
mediate as foreseen in the OMD Il discussions. This allows for a more transparent
setting of ERPs in a group structure. Competition on group level will be better assured in
this respect.

Finally, it should be recalled that undertakings have to disclose whether an ERP has been
granted. This will result in peer pressure between market participants and help to
mitigate the risk of any potential abuse of the measure.

8.9. Impact on Long Term Investments

There is no direct impact on long-term Investments from the ERP. But one could assume
that an indirect, second level impact will occur: the undertaking has the possibility to
hold its assets in long-term investments and is not forced to sell them in case of a
breach of the SCR and in a distressed situation. In order to restore its SCR the
undertaking can take different measures, i.e. derisking, the effects of which could be
seen on a longer time scale than a direct recapitalisation by selling assets. The extension
of the recovery period is designed to tackle possible pro-cyclical effects and therefore
can serve indirectly Long Term Investments.

8.10. Other considerations

None.

8.11. Main technical findings on the Extension of recovery period

Short term exceptional supervisory measure

EIOPA sees the ERP as an important supervisory tool of last resort in the exceptional
case that a (re)insurance undertaking cannot meet its SCR on a continuous basis
anymore. It should be noted that it is not a collective and mechanical measure which will
be easily applied to numerous insurers in one or several markets as it is bound to




specific conditions which have to be met externally in the market and by the undertaking
itself.

The ERP is in its nature to be valued as a short-term supervisory measure, which applies
only exceptionally and temporarily to give the insurance undertaking more time in
stressed market situations. In its principles and in the spirit of the framework Directive it
is not foreseen that the ERP is applied as a long-term supervisory measure. The principle
requirement that the SCR has to be met on a continuous basis is not reversed when an
ERP is granted. Only more time to take appropriate steps in order to restore its SCR on a
longer time horizon than 9 months is granted to the undertaking.

Two major conclusions can be drawn from this underlying principle of the ERP:

e It is of utmost importance that the undertaking presents a realistic recovery plan
and that it takes the appropriate steps in order to restore its SCR. Progress has to
be shown to the NSA concerned. If that progress is not significant and if the
reasons for this are not external the Extension of the Recovery Period can be
withdrawn;

e Once the final shape of the LTG package is agreed, there needs to be a close
review regarding the potential interaction of different measures to decide where
an application of the ERP with other LTG measures is appropriate and where not,
i.e. whether undertakings will need to restore the solvency level including or
excluding those other measures.

Appropriateness of the maximum duration of the extension

EIOPA acknowledges that in stressed market conditions the average duration of the
liabilities can influence the period needed by an undertaking in order to restore its SCR.
In principle EIOPA therefore welcomes that the average duration of liabilities plays an
important factor which needs to be weighted appropriately when the duration of the
Extension is determined by the NSA concerned.

The proposed length of the extension (i.e. up to 7 years) should be a maximum,
anything beyond this does not seem prudent from a supervisory perspective.

Link to an exceptional fall in financial markets

In the absence of similar supervisory tools for other types of crisis situations, e.g. low
interest rate environment or a series of large catastrophic events, it might be useful to
extend the current triggering mechanism of the device making it a more efficient tool for
supervisors, of course still keeping very strict criteria on the conditions to application and
the appropriate length of the extension (which would then most likely also need to link
to the type of crisis).

EIOPA’s main observations and technical advice on the Extension of the
Recovery Period

EIOPA’s main observations on the Extension of the Recovery Period:

The extension of the recovery period (ERP) can be a powerful tool in crisis periods,
showing how time can be used, via management and supervisory action, in the benefit
of both policyholders and financial stability. At the same time, to ensure right incentives
are embedded, time cannot be seen as an excuse to postpone action by undertakings in




order to restore the situation. As it is the case within Pillar 2 related action, not only
capital but other measures can be part of the agreed way forward.

One difference of this measure compared to the CCP, both being designed as crisis tools,
is that it can be applied for different types of financial market crises, i.e. not just spread-
related crises. However, it should be noted that the current design (steep fall in financial
markets) would probably not provide supervisors with the option to apply it in a low
interest rate crisis which is one of the key threats to long-term guarantee business.

The proposed length of the extension (i.e. up to 7 years) should be a maximum. And
while the duration of liabilities should play a role in activating the measure, the strict and
sole link of the granted length of extension to the duration of liabilities seems too simple
given the multitude of factors that determines the decision for an application of the
measure. Nevertheless, there should be clear conditions linked to the length of
application in order to ensure a consistent application across Member States and
undertakings.

EIOPA'’s technical advice on the Extension of the Recovery Period:

Based on the outlined considerations, EIOPA advises to implement the Extension of
the Recovery Period, under criteria set by EIOPA. However, the strict and sole link of
the length of extension to the duration of liabilities seems too simple given the multitude
of factors that determine the decision for the application of the measure. Furthermore,
the proposed maximum length of extension needs further review, but should not go
beyond the currently proposed 7 years.

EIOPA also advises to consider a broadening of the triggers to the measure which would
enable an application in crisis situations that are not directly linked to a steep fall in
financial markets, e.g. low interest rate crisis or even a combination of major insurance
risk events.

The measure needs to be accompanied by a supervisory process that closely tracks
progress on recovery plans. And the interaction with other LTG measures needs
to be clearly defined once the LTG package is final.




9. Long-term guarantee package as a whole

9.1. Purpose of the package and highlights of the tested approach

Trialogue parties agreed that Solvency Il should include regulatory measures to deal
with the issues associated with long-term guarantees insurance products that may be
affected by short term volatility. In this context, short-term volatility is volatility of
technical provisions, capital resources (known as own funds) or capital requirements that
does not reflect changes in the financial position or risk exposure of insurance or
reinsurance undertakings carrying out insurance business of a long-term nature.

The LTG package tested in the context of the Long-Term Guarantees Assessment
comprises different elements which are partially applicable for a short or medium term
only. The following measures are part of the package:

e Measures only applicable in exceptional financial market circumstances/ crises:

0 Counter-cyclical premium (CCP): national or currency-specific Pillar 1
adjustment to the risk-free rate applicable to all types of insurance
business

o0 Extension of the recovery period: undertaking-specific Pillar 2 measure
granting more time to recover from undercapitalization for undertakings
with liabilities > 12 years

e Measure applicable to certain long-term business for a transitional period:

o Transitional LTG measure: undertaking or portfolio-specific Pillar 1
adjustment to the risk-free rate for certain long-term guarantee products
(restricted to 7 years)

e Measures permanently applicable

o0 Extrapolation: currency-specific Pillar 1 tool determining the risk-free term
structure after the Last Liquid Point

0 “Classical” Matching Adjustment: portfolio-specific Pillar 1 adjustment to
the risk-free rate for long-term contracts with matched assets and
liabilities, and without policyholder options

0 Extended Matching Adjustment: portfolio-specific Pillar 1 adjustment to
the risk-free rate for life contracts and non-life annuities

This chapter is looking at the measures more generally and in combination as the
impacts might differ when applying certain measures in combination.

9.2. Impact on policyholder protection

Balance sheet stability versus rate adjustments

The overall aim of the package is to provide more stability to the economic balance sheet
of insurers and thus to the European insurance market as a whole by ensuring that
Solvency Il includes appropriate regulatory measures to deal with issues associated with



long-term guarantee products that may be especially affected by short-term market
movements. This is generally supporting policyholder protection.

On the other hand, many participants raised the concern that any measure which
increases the discount rate and therefore decreases technical provisions has the
potential impact of reducing policyholder protection.

For the most part, the tested LTG measures could result in an increase of the discount
rate (apart from the extension of the recovery period), and so there is a clear potential
risk to policyholder protection.

General safeguards for policyholders

The risk related to rate adjustments can, however, be mitigated through the use of
additional safeguards. One of the key safeguards for this is increased transparency as to
the effects of the measures. It is thus foreseen that insurance undertakings will be
required to disclose their financial position both with and without the Pillar 1 measures
(apart from extrapolation). Even if policyholders might not be in the position to properly
interpret the disclosed information, the disclosure will create peer pressure on
undertakings not to unduly rely on the measures.

Other measures may include accompanying risk management/ Pillar 2 requirements, a
strong supervisory review process, the limitation of the application of certain measures,
separate management of liabilities and the appropriate treatment of the measures in the
risk-based capital charges.

Regarding the tested measures

Policyholder protection concerns were raised on all measures tested. Concerns were
largest for the EMA as this involves very complex company specific calculations
(including artificial splits of asset and liability portfolios, application ratio calculations,
etc.) which are considered difficult to supervise, i.e. safeguards might not work
sufficiently well. For the “classical” MA, concerns were less severe because the approach
is much more restricted in terms of assets and liabilities, hence more restricted in terms
of risks and also is less complex.

Regarding the CCP, policyholder issues seem less problematic if the measure is applied
short-term only. In case of a long-term application, there is the risk that structural
issues are addressed in a delayed fashion which would trigger serious policyholder
concerns.

For the transitional, major concerns raised could be overcome by a strong supervisory
review process. Similarly, Pillar 2 elements (e.g. sensitivity analysis) provide a good
balance to the extrapolation approach.

The extension of the recovery period raised less concerns in a standalone application as
it is linked to a number of application requirements (including a review of policyholder
protection impact). However, in combination with other measures, it could lead to
increased risks to policyholders. For example a ‘crisis tool’ CCP performs a similar
function to the extension of the recovery period, and so a CCP which affords significant
and long term benefit should not be introduced if there is a very lengthy extension of the
recovery period and vice versa.




9.3. Impact on effective and efficient supervision

Complexity of the package

The complexity of the tested LTG package is the main driver of concerns with regards to
effective and efficient supervision. This complexity is mainly driven by

e The number of LTG measures more generally and the number of measures
applicable to one undertaking;

e The possible interaction of different measures and degree of optionality for the
undertakings;

e The degree of undertaking specificities influencing the measures;

e Disproportionality of measures or related processes (e.g. two sets of balance
sheet and capital requirement calculations for certain risk-free rate adjustments
that do not directly reflect the economic reality of the undertaking).

To overcome these issues, the number of measures in the package should be reduced
wherever useful and simplifications should be introduced where they do not harm
principles of the Solvency Il approach.

Comparability

A further issue raised by supervisors is the comparability of undertakings’ solvency
positions across a market given when risk-free rate adjustments are applied. However,
this can largely be overcome by ensuring full transparency of all measures impacting on
the economic balance sheet and the solvency position. In respect to the extrapolation of
the interest rate term structure, the concrete parameterization would be applied
consistently in all Pillar 1 calculations.

Intensified supervisory review process

Some of the measures require a significantly intensified supervisory review process to
review the measure application and to prevent risks to policyholder protection. This
mainly relates to the “Classical” and Extended Matching Adjustment as well as the
Transitional measure.

In both cases, the undertaking-specific nature and the relatively complex technical
aspects of the measures trigger this additional effort, e.g. split of old vs new business for
the Transitional measure. However, in the case of the “classical” Matching Adjustment
and the Transitional, NSAs consider the effort adequate and manageable. And for
Member States where mechanisms similar to the Matching Adjustment are already in
place, the effort will be less significant.

A more general issue raised for the entire package, was the supervision of segregation of
liabilities required within certain LTG measure or across the measures.

More generally, measures that are applicable collectively (market-wide) tend to result in
a relatively efficient process for supervisors.

Key effectiveness concerns

A number of observations were made regarding the limited effectiveness of parts of the
LTG package. This mainly related to



e CCP: In the eyes of many participants, the effectiveness is reduced in case (1) the
currency option is applied only, (2) the calibration of the CCP risk sub-module is
retained at 100%, and (3) a smooth triggering process cannot be assured.

e “Classical” Matching Adjustment and the Transitional: Application was considered
to be effective in some member states only (due to difficulties in technical
implementation and the scope for application).

e Cross-border business: Concerns were raised due to the fact that a number of the
tested measures exclude cross-border business which is a key market element in
some Member States (e.g. LI, LU, IE, EE) or market segments (e.g. reinsurance).

¢ Intervention levels: Different sets of solvency and balance sheet data linked to
the rate-adjustment measures raise the question over whether this would
eventually result in additional supervisory intervention levels if the solvency limit
is breached when not applying LTG measures (while it is not breach when
applying it which triggers the “actual” supervisory intervention). The introduction
of such additional intervention levels might torpedo the effectiveness of the
respective measure.

9.4. Implementation effort

For industry

Generally, industry found it difficult to estimate implementation efforts, due to the
uncertainty surrounding the final LTG package that will be included in the legislation.
Figure 48 provides an aggregated overview of the estimated resources that would be
required for initial implementation of the LTG package. Nevertheless, there is a lot of
variability around that aggregated picture, as implementation efforts are likely to differ,
for example between life and non-life undertakings or between undertakings that are
currently performing cash flow matching and those who are not, among other
differentiating factors.

Resources for initial implementation
effort (person weeks)

FIGURE 49: RESOURCES FOR INITIAL IMPLEMENTATION EFFORT (PERSON WEEKS)
For undertakings belonging to groups, most of the implementation resources would be
provided at group level.

Figure 49 provides an aggregated view of the estimated on-going resources to be
devoted to the LTG measures, which tend to be lower than the estimated resources for




initial implementation. Although there is a still a lot of variability, the results are more
homogeneous than in the estimation of initial resources.

On-going resources required each year (person weeks)

FIGURE 50: ON-GOING RESOURCES REQUIRED PER YEAR (PERSON WEEKS)

Finally, Figure 50 provides an overview of the resources dedicated by undertakings to
complete the LTGA. It shows that almost 80% of participating undertakings used more
than 1 full time resource working on the assessment throughout the entire 9 weeks.

Resources to complete the technical assessment (person weeks)

FIGURE 51: RESOURCES TO COMPLETE THE LTGA (PERSON WEEKS)

Matching Adjustment and Transitional were the measures where undertakings saw the
highest implementation efforts. Again, this is linked to the undertaking-specific nature of
the measures and some more complex technical processes.

More generally, relating to all rate-adjusting measures, a key driver to the
implementation effort is the number of risk-free rate curves applied within an
undertaking.




For NSA

NSAs tend to consider that the implementation of the LTG package will require
considerable time and resources, although these may not be so material when compared
to the overall implementation costs of Solvency Il. The most quoted foreseen challenges
include the training effort to be performed in order to be able to supervise the LTG
measures, which would be significant due to the variety of methods to calculate the
technical provisions as well as the higher number of resources to be devoted to approve
the measures where required, monitor them and review them on and off-site.

This also links to the intensified supervisory review process for some measure as
indicated in section 9.3.

For EIOPA

EIOPA sees main implementation efforts related to the issuance of guidelines and to any
centrally coordinated crisis measures, i.e. CCP or ERP. In both cases, EIOPA is intended
to play a strong role in managing (currency area CCP) or coordinating activities (national
CCP, ERP). These tools also require a constant observation of the macroeconomic
situation, but this is a key element of EIOPA’s financial stability role and is therefore not
seen as additional effort linked to the LTG package implementation.

Furthermore, the determination of the risk-free term structure for a number of
currencies is done on a regular basis by EIOPA providing this information to all European
markets. However, this effort is required anyway and as such not dependent on the
concrete design of the determination of the interest rate term structures.

9.5. Incentives for good risk management

The major risk management concern to the LTG package relates to the deviation from
the risk-free rate when applying adjustments to it. The further the adjusted curve is
away from economic reality, the more distortions can be created between Pillar 1 and
risk management processes of the undertakings, e.g. hedging, valuation of options and
guarantees. This also raised issues with regard to the ORSA and to internal model users.

A key concern with regards to risk management incentives relates to wrong incentives
that LTG measures might give in terms of asset quality. With regards to asset quality,
this issue mainly exists for the MA as it is directly linked to the asset portfolio of
undertakings. In the case of the “classical” MA, the issue is mostly overcome by the
limits implemented in relation to asset quality: (1) MA is limited to investment grade
assets, (2) the amount of BBB assets in the portfolio should not exceed 33% (excluding
government bonds), and (3) limiting the amount of MA applicable to BBB assets.
However, for the alternative EMA, those types of limits do not exist which incentivises
the holding of low quality high spread instruments.

Measures linked to a representative portfolio as in the CCP, generally create a less direct
incentive for undertakings to invest in certain assets. However, in case the
representative portfolio is national specific, there might be a quite strong incentive for
undertakings to increase the portion of “home” government bonds when those are
distressed.




9.6. Impact on financial stability and prevention of systemic risks

Several potential threats to financial stability have been raised by participants of the
assessment, most notably

e Potential cliff edge effects relating to a binary on/ off switching of measures, e.g.
for CCP or for the Matching Adjustment (when asset quality criteria are breached
for a certain time).

e Declaration of a crisis situation and potential contagion effects relating from such
a declaration, especially if the crisis is related to government bond spreads.

e General uncertainty of the market on “real” SIlI positions (given the rate-
adjustments) might undermine the stability of the industry — full disclosure of the
measure effects will largely overcome this issue;

e Potential systemic underestimation of TP and as a consequence
undercapitalisation of the insurance market would also harm the stability of the
insurance market — again, full disclosure of measure effects will help;

e Risk of market fragmentation due to national solutions (e.g. national reference
portfolios);

e Harming the role of insurers as long-term investors might affect financial stability
in a broader sense;

e Herding effects, e.g. collective hedging of the LLP, might have an impact on
financial markets.

For all tested Pillar 1 measures, financial stability issues have been identified. For the
“classical” MA, the impact of fully removing the MA benefit in case of a breach in the
credit quality limits represents a high risk of cliff edge effect, especially in current times.
Supervisors should be provided with mitigating measures in their tool box to limit the
impact of such issues. Furthermore, EIOPA considers that for the CCP, the concern
around the contagion effect of a triggering announcement cannot be overcome.

9.7. Impact on (re)insurance undertakings' solvency position

9.7.1. All undertakings

The tables in this section contain the average results provided by undertakings that
participated in the LTGA. It should be noted that the sample size and composition per
scenario can be very different and results might therefore not always be representative.
Therefore, the comparison between some scenarios and between Member States might
not be fully appropriate. Also, it is important to note again, that all capital requirement
calculations were done using the Standard Formula only, i.e. not providing the most fair
view on some markets.



Number of undertakings in the sample | 427 417 359 376 79 318 220 89 218 64 254 155 225
Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4 | Scenario 5 | Scenario 6 | Scenario 7 | Scenario 8 | Scenario 9 | Scenario 10 | Scenario 11 | Scenario 12
Assets Solvency | | Baseline w/ | Lower CCP | Higher CCP | Alternative | -019€" Exl:nrl:led Mixt;nd:d 4| Transitional [ Transitional (FED Tend 2?04; end 2004,
LTGP (50%) (250%) classic MA | 0nVergenc andard| o existing s paid-in en ransition classic MA
e Alternative 2 s
Reinsurance 1556 1285 1278 1230 78,6 1186 107,1 77,5 105,1 78,3 105,8 86,6 106,0
Jvestments [ 33709 33698 32609 32873 7898 30095  2:5585[ 7382 22333[ ss15) 28395  13703[ 2.8095
Unitlinked investments r 680,0[ 656,6[ 646,4] 6467 202,7[ 582,6] 563,6[ 2043 505,7[ 256,3[ 579,7[ 386,9[ 557,2
Other r 594,1[ 630,3[ 597,6[ 5987 157,6[ 552,2[ 5150 166,8[ 530,3[ 1037 4742 315,7[ 4718
Total assets 48005] 47853 46327] 46558 13186]  42629] 37452 12729 33744 989,7] 39993 21594[ 39445
Scenario 1 [ Scenario 2 | Scenario 3 | Scenario 4 | Scenario 5 | Scenario 6 | Scenario 7 | Scenario 8 | Scenario 9 | Scenario 10| Scenario 11| Scenario 12
Liabilities Baseline w/| Lower CCP | Higher CCP | Alternative | -0"9€" Bxended [ Extended " end 2004+ 4 9004,
LTGP (50%) (250%) classic MA | convergenc MA ) MA standard Trans.mf)nal Transltlo.nal end 2009 | Transitional classic MA
e Alternative 2 s existing s paid-in S
SIL BE; St insurance liabilties 40546 38071 37476] 35919 10564  34214] 30993 10235 28188 8107] 30756 17601  3.067,5
LTG measures applied n n o n n n n n m » n [ » n n
b b b b b b b b b b b b b
MA: Classic 5,4% 5,4% 57% 20,3% 5,3% 4,8% 16,8% 6,7% 18,8% 5,6% 8,7% 5,3%
b b b b b b b b b b b b
MAExtended 2,4% 2,5% 2,6% 7,9% 2,7% 62,0% 9,0% 2,7% 2,9%
b b b b b b b b b b b b b
Transitional 56,0% 38,9% 52,4%
b b b b b b b b b b b b b
cep 71,5% 75,4% 72,0% 62,4% 73,0% 13,8% 58,0% 9,6% 23,6% 73,4%
None of the LTG measures /not reported | M 207%[  167%  198%[ oa%[ 1908  193%[  163%[  277%[  187%[  183%|  389%[  o18%
- - - - - E - - - - - I - 4 -
. b b 4 9 b b b b 4 b b b
Risk margin = 96,1 92,9 93,0 326 854 68,4 27,5 63,0 20,9 76,9 205 73,9
b b b b b b b b b b b b b
Other 7459 2214 00,9 4322 1175 3750 3127 1232 2822 88,3 393,0 187,8 3770
Total liabilities 48005  a3246] 42a15] am7a[  12065] 3ssis] 34805 11742 3.164,0 0199] 35456 19884 35185
Excess of Assets over Liabilities i 460,6] 391,2] 538,7] 112,2] 3811] 264,8] 98,7] 2104 69,9] 453,7] 171,0] 426,0
Sll: SCR; Sl: Required Solvency Marg 165,8 341,4 325,6 376,4 91,1 299,2 215,7 81,9 227,2 66,7 259,2 158,1 239,6
Surplus 235,7 147,7 92,2 192,0 2338 107,7 69,6 19,8 26,4 4,0 220,9 12,4 210,9
Solvency ratio 242,1% 1433% 1283% 151,0% 126,2% 136,0%) 132,3% 124,1% 88,4% 105,9% 185,2% 107,8%) 188,0%
Minimum Capital Requirement B = = 110 108 112 27 93 72 30 75 20 83 52 78
Surplus " m 355 283 436 81 293 195 65 100 44 379 107 355
Solvency ratio L | 222,7%]  363,1%]  a8s0%|  397,6%  a1aau]  3722%]  3147%]  2333%  3205% 559,1% 307,09 5533%

TABLE 13: SUMMARISED B/S OF YEL11 SCENARIOS

Overall, it seems that the scenarios involving the default CCP levels of 100 respectively
250 basis points in combination with the “classical” MA (the standard EMA versions have
not been applied very broadly) and a 20+10 years extrapolation approach have the
highest positive impact on solvency positions of participating undertakings, i.e. scenarios
1 and 3. When looking at Member States level, this picture is not consistent though.

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 ‘Scenario 8 Scenario 9 | Scenario 10 | Scenario 11 | Scenario 12
SCR Ratios Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals [ Transitionals end 2004 + end 2004,
LTGP (50%) (250%) classicMA | convergence | Alternative Standard 2 existing paid-in Ge) ) Transitionals classic MA
Weighted average 143% [417UT) || 128% (359 UT] | 151% (376 UT]|  126% [79UT]| 136% [318 UT)| 132% [220UT]| 124% (89 UT]| 88% (218 UT]|  106% (64 UT)| 185% (254 UT]| 108% (155 UT]| 188% [225 UT]
Austria [ ssx2zun| 17 2un|  20s% 22um [ [ ass%zoun|  20a%(sum| [ 10s%poum| [ asweun|  1aswzun|  1sex(sum
Belgium [ aosssun|  sswsun| 103 7umf [ soasiun|  saessumf f 1 [ 1so%6um [ 2% sum
Bulgaria [ 2ompun|  2eswpun|  23%pun| f M r f 1 r
Cyprus [ ssswpsun| asmwpeun| ssswpeun|  auspun|  wesisun|  22swpun|  auspun|  2emssur| [ 20s%p1un| 12%paun| 277 7um
Germany [ asswposun|  129%s7un | 16a% eoum [ [ azoxssun|  sospsaun|  1soxsur[  as3wqssum | [ 20s%30un|  11as22um | 203% 2807
Denmark [ 2soxrun| 2sampaun| 2e1%paum|  2exzum|  27rwpaun| 2eemgsum | sox e[ 1 1 1
Estonia [ suwpun|  20spun|  279%pun| M 2% zunf r r r r r
Spain [ wexaun| 1zsxpiun| 1axiun| wexspsur|  woxzoun|  asoxzoun| 1sspsun|  wsxpsury|  woxour)| 192%sun|  22a%a2um|  218% (17T
Finland [ wssiun|  waspun  wsesppun|  wexisun|  wespun|  asowsun|  wexeun|  wssisur|  wswsur|  aswsun|  waswieun|  esx(s5uT)
France [ wsspiun| 1zmpiun| 1ssspion| [ s oun|  s0% 2oum [ [ axpsunf [ aso%prun|  2epaun | 206% 28T
Greece [ swpsun|  asspsun| 22spsumf [ sewisun|  ussunf [ swsunf [ uzseun|  wowpsun| o750
Hungary [ o2%pzun|  7owaun|  sexpzumf [ 192%12um| 1 [ ampunf [ 200%(aum [ is%@un
Ireland [ smisun|  aswisun|  assun| [ smsunf [ f [ [ 7oxsun [ sisum
Italy [ wawprun| 1asprun| wssprun|  saun|  assweun| assprun|  espaun|  2spsun|  uesun|  2sswisun|  1swsegaun | 26s% (16Ut
Lichtenstein [ waxsun|  1a0%6um | f f 1 1 f 1 f f I
Lithuania [ 29%aun[  2s0%pun|  20s%paum| [ ammpun| 1 f r [ 2% un| [ 2s%3um
Luxemburg [ asswsun|  w2sisun|  wexeun|  wexpun|  sssun|  asswsun|  wsexiur| 1 1 f 1
Malta [ 2sxun|  aospun  waspsunf f 1 1 f 1 [ 2os%3un| [ 201%3um
Netheriand [ wswpaun| w2spaun| woxpaun|  wsexpun| wssxpsun  asswpun|  asspoun|  12zsisur[ [ asswzun|  wrssieun|  1o1% 11um
Norway [ woxaun|  wsspun  aspeonf [ wsxipun| 1 f 1 [ saspun| [ uex@un
Poland [ swoxpsun| sosspsun| swexpsun|  srespzun|  siswpzun|  ssewoun|  ssswizum|  2a7sizaumy|  waawpoum)|  soswzsum| 223 pz2um | 326% (25T
Portugal [ eswpsun|  sawprun|  siwpsun| [ ewpsun| 1as%paur| [ seswprun|  aompun| 1aswpaur|  12s%psum|  1sa%23um)
Romania [ ww@un[  aasp@un  wespon|  uoxpun|  wss@aun|  asswpun|  2ssspun|  22xpu| [ 12s@unf I
Sweden [ assxisun| aexpsun|  202% psum [ [ amwpsun|  12xpun| [ 2% 6um| [ 220%12um|  ssswpzum|  192% 120m
Slovenia [ asewaun|  waswaun|  wasxiaun| [ asmaun| 1 [ sespaum| [ 200%3um) [ 19s%zum
Slovakia [ 2sex1un|  2e3%aaum|  260% (1o [ [ amwpun|  2sexsunf 1 1 f
United Kingdom [ soxpsun|  sswpeun|  sexpzun|  ssspaiun|  sexpoun|  smpun  smsieun|  saxpzun|  essisun|  sswpsun|  sispoun|  110%12um

TABLE 14: OVERVIEW OF SCR IMPACT OF ALL SCENARIOS ON DIFFERENT COUNTRIES

In some Member States, the application of the Alternative EMA tested in scenario 6 has
shown to have the highest SCR ratio impact (in combination with the CCP and the 20+10
years extrapolation approach), e.g. BE, ES, FI, FR, IT, LT, PL, SI. And in others, the
transitional scenario 8 was the most supportive in terms of impact, e.g. CY, DK, EE, IE.

However, it should be noted that the comparison is better made with the “real” CCP
value impacts as provided in section 3.7.1, i.e. especially for Member States with high
CCP values at YE11l the picture is then usually changing towards the CCP application
having the highest SCR ratio impact.




Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 8 Scenario 9 Scenario 10 | Scenario 11 | Scenario 12

MCR Ratios Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals il end 2004 + end 2004,
LTGP (50%) (250%) classic MA convergence Alternative Standard 2 existing paid-in T it classic MA

Weighted average 423% [417 UT] 363% [359 UT] 488% [376 UT] 398% [79 UT] 414% [318 UT] 372% [220 UT] 315% (89 UT] 233% [218 UT] 321% [64 UT] 559% [254 UT] 307% [155 UT] 553% [225 UT]
Austria 664% [22 UT] 598% [22 UT] 760% [22 UT] 670% [20 UT] 650% [5 UT] 368% [9 UT] 729% [6 UT] 508% [3 UT] 624% [6 UT]
Belgium 242% [8 UT] 205% [8 UT] 341% [7 UT] 238% [7 UT] 315% [5 UT] 422% [6 UT] 510% [6 UT]
Bulgaria 545% [3UT] 495% [3 UT] 715% [3 UT]
Cyprus [ 537% [15 UT] r 515% [14 UT] r 554% [14 UT] r 668% [3 UT] r 701% [5 UT] r 744% [5 UT] r 668% (3 UT] r 955% [5 UT] r r 665% (11 UT] r 655% (11 UT] r 740% [7 UT]
Germany 1 437% [98 UT] M 338% [57 UT] r 500% [69 UT] r r 377% [55 UT] r 243% [54 UT] r 426% [8 UT] M 394% [58 UT] I I 541% [30 UT] r 296% [21 UT] M 496% [28 UT]
Denmark r 776% [11 UT] r 639% [11 UT] r 843% [11 UT] r 599% (7 UT] r 750% [11 UT] r 552% [8 UT] r 917% [6 UT] r r r r r
Estonia [ owonppun| sesspun| ssswpun| [ ssampun| " I I r r r
Spain 1 334% [24 UT] r 299% [21 UT] r 372% [21 UT] r 324% [18 UT] r 314% [20 UT] r 389% [20 UT] M 317% [18 UT] M 269% [16 UT] I 243% [9 UT] I 488% [18 UT] I 501% [12 UT] I 543% [17 UT]
Finland r 520% (7 UT] r 476% (7 UT] r 596% (7 UT] r 575% [5 UT] r 521% (7 UT] r 580% [6 UT] r 539% [6 UT] r 549% [6 UT] r 539% [5 UT] r 779% [6 UT] r 527% [6 UT] r 594% 5 UT]
France [ 395% [31 UT] M 341% [31 UT] M 473% [31 UT] M r 388% [30 UT] r 416% [20 UT] " r -50% [16 UT] r r 534% [31 UT] r 32% [14 UT] r 565% [28 UT]
Greece [ aspsun|  -sewpsun|  sswpsun| [ 2zesisum|  -eswrsun| [ swsunf [ sesssun|  ssowsur|  3s2%(sum
Hungary r 574% [13 UT] r 205% [4 UT] r 637% [13 UT] r r 629% [12 UT] r -130% [3 UT] r r 569% [4 UT] r r 515% [4 UT]
Ireland [ 176% [5 UT] M 145% [5 UT] [ 247% [5 UT] [ M 176% [5 UT] " I 222% [5UT] r r 282% [5 UT]
Italy [ saswprun| 29wpzun| sesmprun|  aospun|  sswoun| seswpzun|  wsmpun|  wpsun|  ss0wpun| eswsspsuri  asswauri  709% (16 uT)
Lichtenstein [ ssiwsun|  saswisun| 1 1 f f f f f f
Lithuania [ 592% [4 UT] M 519% [3 UT] M 620% [4 UT] [ r 513% [3 UT] " r I r 563% [3 UT] r r 586% [3 UT]
Luxemburg [ smwun|  sowsun|  awossun|  smpun|  sespsun|  sessisun|  smmaun[ f f f
Malta r 612% [3 UT] r 541% [3 UT] r 574% [3 UT] r ( r r r r 621% (3 UT] r r 472% [3 UT]
Netherland 1 428% [14 UT] r 342% [14 UT] M 490% [14 UT] M 401% [7 UT] r 412% [13 UT] r 373% [9 UT] r 391% [10 UT] r 354% [5 UT] r r 652% [11 UT] r 576% [6 UT] r 590% [11 UT]
Norway [ smsaun|  2sswpun|  asssiaun| [ sswponf f r [ [ srexaun| [ sos%paum
Poland r 1134% [35 UT] r 1113% [35 UT] r 1160% [35 UT] r 1406% [12 UT] r 1153% (33 UT] r 1305% [19 UT] r 1367% (13 UT] r 857% [24 UT] r 433% [19 UT] r 1127% (35 UT] r 792% (32 UT] r 1208% (25 UT]
Portugal 1 144% [28 UT] M 109% [27 UT] M 232% [28 UT] r r 136% [26 UT] r 356% [14 UT] M I 83% [17 UT] r 66% [9 UT] r 439% [24 UT] r 379% [18 UT] r 457% [23 UT]
Romania [ aoswpaun|  aoswpaun|  awzwpun|  ewowpun|  aaspun  suspun|  esxpun|  seswun[ [ seoxaun| [
Sweden r 706% [15 UT] r 667% [15 UT] r 777% [15 UT] r r 662% [15 UT] r 507% [3 UT] I r 821% [6 UT] r r 863% [12 UT] r 1399% [3 UT] r 753% [12 UT)]
Slovenia 1 467% [4 UT] M 428% [4 UT] M 507% [4 UT] [ r 473% [4 UT] ( M 469% [4 UT] I I 606% [3 UT] r r 576% [3 UT]
Slovakia r 807% [11 UT] r 773% [11 UT] r 876% [11 UT] r r 790% [9 UT] r 742% [5 UT] r r r r r
United Kingdom [ 319% [13 UT] [ 292% [12 UT] r 349% [12 UT] [ 326% [11 UT] [ 319% [10 UT] [ 270% [9 UT] f 264% [6 UT] f 330% [12 UT] f 324% [8 UT] f 349% [13 UT] f 316% [10 UT] f 398% [12 UT]

TABLE 15: OVERVIEW OF MCR IMPACT OF ALL SCENARIOS ON DIFFERENT COUNTRIES

Table 15 also shows that for all Member States with only one exception on an average,
none of the tested scenarios 1-7 result in an MCR below 100%. This is not the case for
the transitional scenarios 8-9 as these partially had a considerable negative impact on
some Member States.

Comparison across reference dates

Number of ings in the sample 417 254 225 SCR ratios MCR ratios
Scenario 1 | Scenario 10 | Scenario 12 Scenario 1 Scenario 10 Scenario 12 Scenario 1 Scenario 10 Scenario 12
(5B ::Z ez'l')"lel end 2009 | end 2004 Bas e,‘[g‘lel end | end 2009 end 2004 Bas ez'g‘fl end | end 2000 end 2004
Reinsurance 128,5 105,8 106,0 Weighted average 143% [417 UT] 185% [254 UT] 188% [225 UT] 423% [417 UT] 559% [254 UT] 553% [225 UT]
Investments [ 33698 28395 28095 |Austria [ asew22um[  a1swisum|  assxisun || esaszumi[  729%sum|  624% (6 UT)
Unit linked investments I 656,6] 579,7[ 557,2| [Belgium [ aoswsun|  1soweun| 232 eum | 2a2%8umi[  az2sreumy[  s10% (6 UT)
Other [ 630,3] 4742 471,8| |Bulgaria [ 27%pun| f M sassum|
Total assets 47853 3.999,3 39445 |cyprus [ assxpsun| 2066 1um|  277%zum | sszwpsum| esswpaum| 7409 [7uT)
Germany [ 1sswposuri| 208 poun|  203%(28umi || aszwposumi|  sawsepzoun|  ase% (28T
Linbilities Scenario 1 | Scenario 10| Scenario 12| |Denmark : 289% [11 UT) : : : 776% [11 UT] : :
end 2011 | end2009 | end2004 | |Estonia 314% [3 UT) 910% [3 UT)
SI: BE, Sk insurance liabities 38071 30756]  3.0675| |Spain [ 1sewpzaum| 192spsum| 218w p7um || szawzaumy|  assspsum | saz(i7um
(576 Esaies amalis) n n n Finland M wewzum|  a2sweury|  aesxpsum || smzum[  779%isum| 594w (s uT)
MA: Classic 1 54%[ 56%| 53%| |France [ aasswium[  190% prum|  206% 2sum || 39s% 1uT)[  s3awz1um|  ses% [28uT)
MAExtended 1 2,4%| 2,7%[ 2,9%| |Greece [ swmsur|  wzmeun| ol cawpsum| sesssum|  asaw%(sumy
Transitional I I " Hungary M 1o2spsun|  200%aum|  a7swpaun | szawpsun[ seswraum  s15% (4 uT)
cep [ 7u5%]  734%[ Ireland M smwisum[ romsun|  ompsun|[ wewisum| 222%psum| 282%(5UT)
None / not reported [ 207%[  183%]  91,8%| |taly M 12sp7um|  238paeum|  26s%6umy || 328% (7um)[ 649% p16uTy [ 709% [16 UT)
" o™ o T o ™| |Lchtenstein [ 1aseur| f [ ssiseur|
Risk margin f 96,1[ 76,9[ 739| |Lithuania [ 220%pun|  2z%pun|  asspun|[  ses@ur|  seswpun|  sss%3uT)
Other f 1214] 393,0[ 377,0| |Luxemburg [ 1sa%eum| r M azswreun| M
Total liabilities 43246 3.545,6 35185 |Malta [ 2e%pun|  205%un|  2xpun|[  ewspun|  easpun|  472%pun
Netherland r 143% [14 UT] r 195% [11 UT] r 191% [11 UT] f 428% [14 UT] r 652% [11 UT] r 590% [11 UT]
Assets less Liabilities [ ac06]  4537]  4260| [Noway [ saoxpaur|  waspun|  wexpun|[ amwpun szespaun| s03%aumy
Poland r 310% [35 UT] r 308% [35 UT] r 326% [25 UT] 1134% [35 UT] r 1127% [35 UT] r 1208% [25 UT]
Solvency Capital Requirement 3414 259,2 2396 |Portugal [ eswpzsur| wsspaun|  1sawzaur|[ 1aa%2sumy  asespzaum| as7% (23 um)
Surplus 147,7 2209 2109 |Romania [ 1awpun|  121%aun| [ aoswpaun|  3e0%aum|
Solvency ratio 143% 185% 188% Sweden [ asswpsur| 2200 p2um|  102%p2um | 7os%psumi|  sesspizum | 753% [12um)
Minimum Capital Requirement 110,0 82,6 782| [Slovenia [ asewraun[  200%3um[  a9sw3um | aszwrau[  eosw3um[  576% [3UT)
Surplus 355,0 379,2 3546 |Slovakia [ 256% 11 um) || M I so7% (11um ||
Solvency ratio 423% 559% 553% United Kingdom [ 9o%a3umi[  sowpuzun|  wowp2um || s19%azum|  3as%1zum | 398% (12 um

TABLE 16: COMPARISON OF BALANCE SHEETS AND CAPITAL RATIOS ACROSS REFERENCE DATES

The comparison of the base scenario across reference dates shows that the tested Pillar
1 approach is sensitive to financial market movements. It should be noted that for the
LTGA purpose, balance sheet composition has stayed unchanged across different
reference dates. Therefore the observed changes are solely triggered by changed
financial market conditions. It should further be noted that only a subset of undertakings
have provided results for YEO4 and YEO9 reference dates. Sample sizes across scenarios
1, 10 and 12 are not the same as can be seen in the balance sheet comparison.




9.7.2. Undertakings by size

Overall it seems that average solvency ratios of smaller undertakings are far higher in all
LTGA scenarios compared to larger ones. This seems driven by the fact that Member
States less affected by the current spread crisis and also with less relevance of LTG
products contribute with a relatively large proportion to the sample of small
undertakings.

However, when looking into the size comparison for larger Member States that have
participants in the large, medium and small buckets, the described effect is less
observable.

9.7.3. Undertakings by type

By definition, LTG business is more relevant for Life insurance business than for non-life
business. This is also confirmed by the LTGA results. Non-life and reinsurance
undertakings are mostly not “in need” for the LTG measures, even under YE11 financial
market conditions; quite a large portion of the participating life insurers were “in need”
when looking at the SCR ratios. And even with those LTG measure, many of the
participating life undertakings would not reach a 100% SCR ratio, e.g. 30% in base
scenario 1 on average across Member States.

For composites, the picture is more positive compared to pure life undertakings, but
overall impacts of the LTG measure are relatively similar.

For the described reasons, the below tables only cover life insurers.

Life undertakings

Number of in the sample 276 273 251 266 63 234 175 69 174 a7 172 108 158
Scenario1 | Scenario2 | Scenariod | Scemario4 | Scenario5 | Scenario6 | Scemario7 | Scenario8 | Scenario® | Scenario 10 | Scenario 1l | Scenario 12
Assets Solvency | Baseline w/ Lower CCP Higher CCP. Alternative Longer Extended MA | Extended MA [ Transitionals | Transitionals A end 2004 + end 2004,
LTGP (509%) (250%) classicMA | convergence | Alternative Standard 2 existing paid-in en Transitionals | classic MA
Reinsurance 1151 104,1 1044 1018 719 99,7 954 704 912 718 89,4 756 90,2
b b b b b b b b b b b b b
investments 29803 29415 2.900,7 29349 745,7) 27712 24076 6832 19993 5299 25749 120a2[ 25513
Unit inked investments f 679,0[ 655,7 6455 64s,8] 201,9] s581,7[ 562,7 2935 s0a,8[ 2557 5788 3863 556,5
Other [ a710[ s08,1[ 4925 5034 148,3[ 4871[ 4634] 156,0] as7,2[ 97,3 4011[ 2807 3089
Total assets 4.245,4) 42095 4.143,0 41859 1.257,8 39397 35292 1.203,2 30525 954,7 3.644,2 19468 35969
Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 8 Scenario 9 Scenario 10 Scenario 11 Scenario 12
Liabilities Solvency | Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals D end 2004 + end 2004,
LTGP (50%) (250%) classicMA | convergence | Alternative | Standard 2 existing paid-in © Transitionals | classic MA
I BE; St insurance fabilties 3648,1 34831 34741 33587 10261 32495 29542 990,2 26223 7903 29021 16547 28944
LTG measures applied L] L ! L] L] u| L] L] L L] L] L] L] . L] L] Ll L] L]
MA: Classic f f 6,0%[ 5,9%[ 6,1%[ 21,056 5,6%[ 5% 17,4%[ 7.2%[ 19,4%[ 5,9%] 9,3%[ 5,6%
b b b b b b b b b b b b b
MAExtended 2,6% 2,6% 2,7% 7,9% 2,8% 63,5% 9,0% 2,7% 3,0%
b b b b b b b b b b b b b
Transitional 58,0% 39,8% 54,9%
b b b b b b b b b b b b b
ccp 73,2% 74,7% 73,1% 61,6% 72,8% 13,2% 57,0% 9,2% 21,7% 74,4%
None of the LTG measures / not reported | M 183%[ 16,9%[ 181%[ 9,5%[ 18,9%] 18,2%[ 166%[ 255%[ 19,1% 169% sse%[  914%
- - - 5 - - - - ! - - h - - = 3 - -
Risk margin . ur 761[ 75,6] 772[ 303 72,2 61,9 24,9 s5,1[ 195 64,7 34,6[ 62,0
b = b b b b b b b b b b b b
Other 5974 3353 3258 3522 1087 3225, 288,6) 1133 238,8] 824 3297 1524 3164
Total liabilities 42455 38944 38755 37881 1.165,2 3.644,2 3.304,7 1.128,4) 29162 8922 32965 18417 32727
Excess of Assets over Liabilities = T 3151] 267,5] 397,8] 92,5] 295,5] 224,5] 74,8] 136,3] 62,5] 347,1] 105,2] 3242
SII: SCR ; SI: Required Solvency Mart 1448 260,1 253,0 3015 822 248,8] 1944 703 1903 62,1 199,8 1236 1825
Surplus. 180,6] 303 38,0 1227 138 717 513 82 65,3 19 1718 211 1644
Solvency ratio 224,7% 130,9%) 115,09 140,7% 116,8%) 128,8%) 126,4% 111,7%) 65,4% 103,1%) 186,0%) 829%  190,1%
Minimum Capital Requirement E = = 81 81 86 24 76 64 26 61 18 61 38 58
Surplus. = = = 239 186, 321] 65 226 163 46| 41 39 205 54 274
[sovency raio | 396,4% 329,4% 474,0% 371,8%) 395,5% 354,1% 272,6% 167,4% 3164% 580,0% 2225%  574,4%

TABLE 17: MAJOR B/S ITEMS AND CAPITAL REQUIREMENTS FOR LIFE UNDERTAKINGS (INCLUDING
COMPOSITES)




Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 3 Scenario 9 Scenario 10 Scenario 11 Scenario 12

SCR Ratios Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals I end 2004 + end 2004,
(50%) (250%) classic MA o tandard 2 existing paid-in Transiti classic MA

Weighted average 126% [208UT] | 108% [181UT]| 137%[201UT]|  121% [S5UT]| 123% [177UT]| 118%[139UT]| 117%[62UT]| 58% [145U7]|  90% [40UT]| 178% [137UT]|  71%[31UT]| 177% [126 UT]

Austria 109% [9UT] ssx[auT]|  13sE[aUT] 110% [ UT]

Belgium

Bulgaria 247% [3UT] 245% [3 UT] 231% [3UT]

Cyprus s suny|  aspsum|  asexgsum|  ausppum|  mesaun|  zespsumi|  atmpuT| T suT sompauTy|  zssspaum|  asmpum

Germany msssuT]|  EsmEsUT|  132% [s5UT] s auT)|  7esezuTy| 10w [suT]|  116% 43 UT) 2132207 | EsH[18UT)|  204% 210T]

Denmark s62[10UT]|  2exs[ioury| as2mpuoun)|  aers(suT)|  aa2%[ioury| e [ruT)|  3s0%[EUT]

Estonia

Spain sspury|  esspaun|  swxpuum|  sespuum|  mEprun|  sespaum|  mspaury|  esspaur|  torsisuTi|  wsspaury|  smsun|  tsmepaom

Finland [ 1esppurg|  espun(  wpsspon  pespun  mmpun o expon| pmpen| wespun|  umpun|  wospun[ 0 wesspaun| 0 12mp3um

France [ srspaumy[  1oespuaum|  13sspzum [ [ 1ospavn|  resspzom| [ -s2sppoum | [ 1szsun|  -sospum|  231%pzum

Graece [ zempsum|  szmpsum|  saspsum| I [ ssxpum| [ sespaum| [ zzmpun|  soespaum|

Hungary [ smmsom| [ ssexssun| [ wmsun| [ I [ [ M r

r— r b 8 r b r r b r r b r

Italy [ ssmpun[ ssmpunl  sxpun| M [ 2oempsum| [ -210%aum [ [ 2ssmpunf [ somssum

Lichtenstein [ wspon|  rospungl [ [ [ [ [ [ r M r

Lithuania [ assxpsum|  zemspaum|  202xpsum| [ zesspaum| [ i [ [ 200sum| [ 2005307

Luxemburg [ zomsum|  ewspsum|  rs2scsum| [ zesspsum|  2zaxpum|  wmspumf r r [ r

Malta [ 20sspun|  2empun(  izexpon| r [ [ r [ [ 20sspumf [ 201%p3um

Netherland [ wssppung  mempun(  woxpon  wossisen wmswprun| mexpen| mapsen|  pmsunl [ 202sum|  1smpaum|  1e8% sumy

Norway [ wsspon|  ssspunl o [ wsspun [ [ [ [ mspugf [ sssp3um

Foland [ wssprun| sosprun| szspron|  assppun| ssospeun|  esespum|  asaspun| zespsur|  wmespzun| aespzury| 267 7uny|  3ess 1T

Partugal [ aespun|  esprum!  sempum| [ swpoun|  wspum| [ 2wmun|  2%@sunl  wespun|  wespun| 0 140%eum

Dot r b r r b r r b r r b r

Sweden [ seosproumy[  1sospuoury[  1smspoum [ [ wsespovn|  1aasgzum| [ [ [ 100s sy [ 1% um

Slovenia [ wsespeumy[  rasspaumy[  wasspeum [ [ as7paum | [ [ e1spaur[ [ 200%pum| [ 1ss%3um

[—— r b r r b r r b r r b r

United Kingdom [ smpzum|  espiun|  sxmun|  ssmpoun[  swmpun[  mmeun|  mmisun[ exmun|  expun| towmpevm|  rexpeum|  wesxpaum

TABLE 18: SCR RATIOS BY SCENARIO FOR LIFE UNDERTAKINGS (NOT INCLUDING COMPOSITES)

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 8 Scenario 9 Scenario 10 Scenario 11 Scenario 12

SCR Ratios Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals end 2004 + end 2004,
LTGP (50%) (250%) classicMA | convergence | Alternative Standard 2 existing paid-in end2000 | o o sitionals |  classic MA

Welgh(ed awerage 131% (273 UT] 115% [251 UT] 141% [266 UT] 117% [63 UT] 129% [234 UT] 126% [175 UT] 112% [69 UT] 65% [174 UT] 103% [47 UT] 186% [172 UT] 83% [108 UT] 190% [158 UT]
Austria 140% [19 UT] 119% [19 UT] 169% [19 UT] 137% [18 UT] 204% [5 UT] 108% [9 UT] 225% [4 UT] 149% (3 UT] 190% [4 UT]
Belgium 104% [7 UT] 97% [7 UT] 103% [7 UT] 103% [6 UT] 144% [5 UT] 180% [6 UT] 232% [6 UT]
Bulgaria 247% [3 UT] 245% [3 UT] 231% [3 UT]
Cyprus 202% [7 UT] 193% [7 UT] 186% [7 UT] 211% [3 UT] 214% [4 UT] 226% [5 UT] 211% [3 UT] 297% [5 UT] 289% [5 UT] 251% [5 UT] 313% [3UT]
Germany 113% [46 UT] 83% [35 UT] 132% [46 UT] 105% [43 UT] 78% [42 UT] 150% [8 UT] 116% [43 UT] 213% [22 UT] 65% [18 UT] 204% [21 UT]
Denmark 362% [10 UT] 291% [10 UT] 352% [10 UT] 347% [6 UT] 342% [10 UT] 349% (7 UT] 350% [6 UT]
Estonia [ suspun  20spun  2espunf [ 201%3um| f f f f f f
Spain [ owpsun|  swpeun| wawpsun|  sewpauvn|  smpeun| wzspsun|  sewpaur|  1z%paun|  uswsun|  eswpaury|  2aswpaum| 196% (14 uT)
Finland r 120% [4 UT] r 108% [4 UT] r 135% [4 UT] r 129% [3 UT] r 121% [4 UT] r 129% [4 UT] r 121% [4 UT] r 126% [4 UT] r 117% [3 UT] r 190% [4 UT] r 108% [4 UT] r 124% (3 UT]
France M 148% [19 UT] M 126% [19 UT] r 157% [19 UT] " r 143% [19 UT] r 162% [16 UT] I M -20% [13 UT] I r 211% [19 UT] I -10% (10 UT] r 243% [18 UT]
Greece [ aoxpoun| -sswpoun|  u%poun| [ sexsun|  -ussun| [ oxmun| [ aasson|  uossun|  10m%peun
Hungary r 193% [10 UT] r r 190% [10 UT] " r 193% [10 UT] " r I r I 199% (3 UT] r r 174% (3 UT]
Ireland r r r r ( 4 4 4 4 b b b
|!a|y r 132% [17 UT] r 121% [17 UT] r 138% [17 UT] r 82% [3 UT] r 155% [9 UT] r 182% [17 UT] r 91% [4 UT] r 23% [16 UT] r 116% [3 UT] r 238% [16 UT] r 191% [4 UT] r 265% [16 UT]
Lichtenstein [ 1asisun  1a0%6um [ f I f f f f 1 1 I
Lithuania [ 22omun|  2zowpun| 2os%aun| [ ampun| t [ [ [ 2zxpun| [ 2es%3um
Luxemburg r 203% [5 UT] r 161% [4 UT] r 192% [5 UT] " r 164% [4 UT] r 214% [4 UT] r 133% [3 UT] r r r r r
Malta r 206% [3 UT] r 219% [3 UT] r 174% [3 UT] " r I I I I 205% [3 UT] r I 201% [3 UT]
Netherland [ wswmsun|  wswsun|  woxpsun|  wssssun|  wssspun|  sessun|  wswsun|  azssum| [ 20mun|  asispaun|  1ssx(sum
Norway r 125% [3 UT] r 96% [3 UT] r 164% [3 UT] ( r 126% [3 UT] " I r r r 131% [3UT] r r 96% [3 UT]
Poland 1 375% [17 UT] r 370% [17 UT] r 371% [17 UT] r 453% [7 UT] r 380% [16 UT] r 454% [9 UT] r 453% [7 UT] r 276% [15 UT] r 178% [12 UT] r 376% [17 UT] r 267% [17 UT] r 395% [14 UT]
Pcnugal r 39% [11 UT] r 26% [11 UT] r 59% [11 UT] r r 35% [10 UT] I 141% (7 UT] I r 23% [8 UT] r 22% [4 UT] r 126% [9 UT] [ 110% (7 UT] r 140% [9 UT]
Romania r 238% [3 UT] r 241% [3 UT] r 239% [3 UT] M 240% [3 UT] r 247% [3 UT] M 236% [3 UT] M 238% [3 UT] r 221% [3 UT] I I 190% (3 UT] r I
Sweden f 172% [12 UT] 1 161% [12 UT] r 189% [12 UT] " r 158% [12 UT] r 132% (3 UT] r r 115% [4 UT] r r 204% [10 UT] r r 173% [10 UT]
Slovenia r 156% [4 UT] r 148% [4 UT] r 146% [4 UT] " r 157% [4 UT] " I r 161% [4 UT] I I 200% [3 UT] r r 195% [3 UT]
Slovakia r 256% [11 UT] r 243% [11 UT] r 260% [11 UT] " r 273% [9 UT] r 254% [5 UT] r r r r r r
United Kingdom [ soxnsun|  sswpzun|  sewpzun|  sswpiun|  sswpoun[  mmpun[  meun|  ssmpzun|  swsun|  sswpsun|  swwpoun|  uoxpzum

TABLE 19: SCR RATIOS BY SCENARIO FOR LIFE UNDERTAKINGS (INCLUDING COMPOSITES)




[SCR / MCR]| Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4 | Scenario 5 | Scenario 6 | Scenario 7 | Scenario 8 | Scenario 9 [Scenario 10|Scenario 11|Scenario 12
EU [29% / 10%]|[37% / 16%]| [23% / 5%] [[30% / 11%][ [30% / 7%] |[33% / 13%]|[32% / 12%]|[40% / 22%]|[32% / 15%]| [12% / 3%] |[24% / 15%]| [13% / 4%]
AT [21% / 5%] | [37% / 5%] | [11% / 5%] [-/-] [22% / 6%] [-/-] /-1 [(33%/11%] [-/-] [-/-] [33%/-] | [25%/-]
BE [57% /-1 [[57%/29%]| [43%/-] [-/-] [50% /-] | [20%/-] [-/-] [-/-1 [-/-] [17% /-] [-/-] [-/-]
BG [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-1 [-/-] [-/-]

cy [-/-] [-/-] [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-1 [-/-]

DE [41% / 7%] [[60% / 17%]| [30% /-] [-/-] [47% / 5%] |[62% / 26%]| [25% /-] | [40% /9%] [-/-] [9% /-] |[50% / 33%]| [14% / 5%]
DK [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-]

EE [33%/-] | [67%/-] -/ [-/-] [67% /-1 [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-]

ES [38% / 19%]|[56% / 19%]| [38% / 6%] |[43% / 21%]|[38% / 19%]| [50% / 6%] |[43% / 21%]|[50% / 21%]|[38% / 13%]| [14% /-] [-/-] [7% /-]

Fl [50% /-] | [50%/-] | [25% /-] | [33%/-] | [50%/-] | [25%/-] | [50%/-] | [25%/-] | [33%/-] [-/-] [25% /-] | [33%/-]
FR [16% /-] | [32%/-] | [11%/-] [-/-] [26% /-] |[13% /6%] [-/-1 |(62%/54%] [-/-] [-/-] |[40%/20%]| [6%/-]
GR [80% / 50%]|[80% / 60%]|[80% / 50%]|100% / 1004 [80% / 60%]|[75% / 50%][{100% / 100%[50% / 33%]|  [-/-]1 _ |[40% / 20%]|[20% / 20%]|[50% / 25%]
HU [20% /-] | [100% /-] | [20% /-] | [100% /-] | [20% /-] [-/-] [100% / -] [100% / 50%]100% /1004 [-/-] |100% /100% [33%/-]
IE [-/-] [-/-] [-/-1 [-/-] [-/-1 [-/-] [-/-] [-/-1 [-/-] [-/- [-/-] [-/-]

IT [47% / 24%]|[59% / 41%]| [41% /-] [100% / 33%][44% / 11%]| [12% /-1 |[75% / 25%]|[69% / 56%]|[67% /33%]| [-/-] [-/-] [-/-]

L [33% /33%]|[33% /33%]| [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-] [-/-] [-/-] [-/-] [-/-]

LT [-/25%] | [-/33%] | [-/25%] [-/-] [-/33%] [-/-] [-/-] [-/50%] [-/-] [-/33%] | [-/100%] | [-/33%]
LU [20% /-] | [25%/-] [-/-1 [50% /-] [-/-1 [-/-1 |(33%/33%]] [-/-] [-/-] [-/-] [-/-] [-/-]
MT [-/-] [-/-] [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-] [-/-]
NL [13%/-] [[13%/13%]| [-/-] [20%/-] | [14%/-] | [40%/-] | [20%/-] [[20%/20%]| [-/-] [-/-] [-/-] [-/-]
NO [33% /-] |[67%/33%]] [-/-] [-/-] [33% /-] [-/-] [-/-] [100% / 50%]100% / 100% [33% /-] | [100% /-] [[67% / 33%]
PL [-/6%] [-/6%] [-/6%] [-/14%] [-/6%] [-/11%] | [-/14%] [-/7%] [-/8%] [-/6%] [-/12%] | [-/14%]
PT [64% / 36%]|[64% / 45%]|[55% / 27%]|  [-/-]1 |[70% /40%]|[29% / 29%]| [-/-1 |[75%/63%]|[75% /25%]| [33% /-] | [43%/-] | [22%/-]
RO [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-] [-/-]

SE [17% /-] | [17% /-] | [17%/-] [-/-] [25% /-] | [33%/-] [-/-] [-/-1 [-/-] [20% /-] [-/-] [20% /-]
M| [25% /-] | [25% /-] | [25%/-] [-/-] [25% /-] [-/-] [100% /-] | [25%/-] [-/-] [-/-1 |[50%/50%] [-/-]

SK [-/-] [-/-1 [-/-1 [-/-] [-/-1 [-/-] [-/-] [-/-1 [-/-] [-/-] [-/-] [-/-]

UK [54% / 15%]|[58% / 25%]| [58% / 8%] | [45% / 9%] [[50% / 10%]|[67% / 22%]|[67% / 17%]|[58% / 17%]|[50% / 13%]|[54% / 15%]|[40% / 20%]| [42% / 8%]

TABLE 20: PROPORTION OF LIFE UNDERTAKINGS (INCLUDING COMPOSITES) WITH AN SCR/MCR RATIO
<100%

The above chart shows that in a number of Member States, a certain proportion of the
life undertakings (including composites) would not have reached a 100% SCR
respectively MCR ratio in some scenarios, most notably YE11l scenarios though (i.e.
scenarios 1-9). However, it should be noted that the sample across the scenarios is
different and the proportion is based on a pure counting of undertakings in the LTGA, i.e.
not linked to market share. Furthermore, many undertakings have not yet optimised
their solvency positions based on the Solvency Il framework, but rather based on the

current regulatory regime.

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 8 Scenario8 | Scenario10 | Scemario1 | Scemario 12
MCR Ratios Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals T end 2004 + end 2004,
LTGP (50%) (250%) classic MA i tandard 2 existing paid-in Transi classic MA
Weighted average 302% (208 UT]| 317% (181 UT]| 4745%(201UT]| 4043 [55UT]| 391%[177UT]| 325% [139UT]| 286%[62UT]| 146%[145UT]| 272%[40UT]| 571% [137UT]| 2048 [91UT] | 549% [126 UT]
Austria zaampur|  2mmpur| el 256% [ UT]
Belgium
Bulgaria 545% [3 UT] 495% [3 UT] 715% [3 UT]
Cyprus TsassuT | eessysuT| 7 suT|  essmpUT]|  saspaury|  paas(sum|  sssx[aum|  essx[suT] ssaxauTy|  seampauT|  seampaumy
Germany [ amspsun| 2easpsun|  sssspasum| [ sssraun| awsmun|  sespun| amsmun| [ eeasaaun| 1esspsum|  ssamperum
Denmark [ wossroun| smspoun| nzsspoun| oeasun| tossspoun|  sospun|  otmssuTy| [ [ [ [
k k F F F F F 3 3 3 9 9
Estonia
b b r r r r r r r r F F
Spain wssrun| wsrspiun| wnsprun| asspun|  asspoung| 2espuuen| wsospuen| 2o asssur|  semsnun | sswssur|  ses[riun
Finland [ amspaum|  azsmpsum|  smsspunl  soespun|  arespsum| sosxpaum|  azexpaumy|  asasspaum|  asemppum|  7sompsum|  aspaumy| 4sax[aumy
France [ awsspmaun| 2erspuaum|  orspraum | [ atspraum| asespaun| [ -1sssroun [ [ soompsun| -12spsum| ss0%[13UT)
Greece [ waxsun  ssspsun|  20exsun| r [ saxpaum| [ zampaum| [ earxpun| expunl
Hungary [ ewrssun| [ saespsum[ [ assxsun| [ [ [ [ [ [
b b F 9 F 9 9 9 9 9 F F
Ireland
b b 3 3 3 r 3 r 3 r 3 r
Italy 119% 19 UT] asmpun|  2e9meun) 508% [9 UT] -559% [8 UT] 552% [3 UT] £93% [3 UT]
Lichtenstein [ sspun|  sesssum| [ [ [ [ [ [ [ [ [
b b 3 3 r 3 3 3 3 r 3 r
Lithuania momraun|  msmpun|  svemaum 789% [3 UT] 797% [3 UT] 796% [3 UT]
Luxemburg [ sesepsun|  asmepaun|  ssoxpsum [ [ sxpun|  sesxpum| oxpun| [ [ r [
Malta [ azmpun| saxpun|  sespun| [ [ [ [ [ [ eampun| [ smmpun
Netherland [ esssppun|  asespun|  swespeun|  wasisun|  wespun| 0 smssur|  ses(suT|  354s[SUT]| [ 7exsun|  sesspaum|  s43%mlsUTy
Norway [ ssaxpun  2mspun  swmpunf [ sssxpun( r r r [ saxpun [ 2a0%p30m
Poland [ wmsprun| wsprun! wssprun! sraspun| wsespsun| 172espeun|  1rmszun| toaspisur)|  seaspr2u)| 14ssspzury| o2z pzut)| 14e7 [1aum
Portugal [ eampun|  imspun|  tsmsprun| [ asspoun|  ssaxpum| [ sxppur|  tospaun|  atexpoun|  ssmprum|  asoxpoum
A— b b b b b b b b b b b b
Sweden [ esosspoum| eissroun|  7eosproum | [ eizmpoun| sorxppum| [ [ [ 7oxppunl [ essxpaun
Slovenia [ wmmun| assaun]  sommun( [ amampun| [ [ sesmpeun| [ eoesraum| [ swxun
b b 9 9 9 9 9 9 9 9 F 9
Slovakia
; F F r r r r r r r r r r
United Kingdom azswppzun|  2esspaun! ssesrun| szspoun|  sesmpun|  zemmsun|  zsessun| semmun|  sompun|  asswpzun|  zommun|  azsspiun
TABLE 21: MCR RATIOS BY SCENARIO FOR PARTICIPATING LIFE UNDERTAKINGS (NOT INCLUDING

COMPOSITES)




Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7 Scenario 8 Scenario 9 Scenario 10 Scenario 11 Scenario 12
MCR Ratios Baseline w/ Lower CCP Higher CCP Alternative Longer Extended MA | Extended MA | Transitionals | Transitionals D end 2004 + end 2004,
LTGP (50%) (250%) classic MA__| convergence | Alternative Standard 2 existing paid-in Transiti classic MA
igl awerage 396% [273 UT] 329% 251 UT] 474% [266 UT] 372% [63 UT] 395% [234 UT] 354% [175 UT] 273% [69 UT] 167% [174 UT] 316% [47 UT] 580% (172 UT] 243% [108 UT] 574% [158 UT]
Austria 469% [19 UT] 388% [19 UT] 593% [19 UT] 467% [18 UT] 650% [5 UT] 368% [9 UT] 742% [4 UT] 508% [3 UT] 621% [4 UT]
Belgium 238% (7 UT] 200% (7 UT] 341% (7 UT] 234% [6 UT] 315% [5UT] 422% [6 UT] 510% [6 UT]
Bulgaria 545% [3 UT] 495% [3 UT] 715% [3 UT]
Cyprus 695% (7 UT] 643% [7 UT] 681% 7 UT] 668% [3 UT] 721% [4 UT] 744% [5 UT] 668% [3 UT] 955% [5 UT] 935% [5 UT] 914% [5 UT] 962% (3 UT]
372% [46 UT] 243% [35 UT] 484% [46 UT] 348% [43 UT] 214% [42 UT] 426% [8 UT] 3349% [43 UT] 663% [22 UT] 193% [18 UT] 552% [21 UT]
Denmark 1093% [10 UT] 831% [10 UT] 1178% [10 UT] 924% [6 UT] 1039% [10 UT] 801% (7 UT] 917% [6 UT]
Estonia 910% [3 UT] 863% [3 UT] 884% [3 UT] 883% [3UT]
Spain 201% [16 UT] 172% [16 UT] 260% [16 UT] 194% [14 UT] 192% [16 UT] 259% [16 UT] 185% [14 UT] 257% [14 UT] 253% [8 UT] 391% [14 UT] 549% [11 UT] 471% [14 UT]
Finland 472% [4UT] 425% [4UT] 535% [4UT] 506% [3 UT] 476% [4 UT] 509% [4 UT] 476% [4UT] 494% [4 UT] 459% [3 UT] 750% [4 UT] 421% [4 UT] 484% [3 UT]
France 388% [19 UT] 320% [19 UT] 474% [19 UT] 381% [19 UT] 406% [16 UT] -117% [13 UT] 577% [19 UT] -76% [10 UT] 628% [18 UT]
Greece -92% [10UT]|  -148% [10 UT] 21% [10 UT] -224% [5 UT] -68% [8 UT] 3% [6UT) 364% [5 UT] 360% [5 UT] 351% [4UT]
Hungary 585% [10 UT] 652% [10 UT] 638% [10 UT] 579% [3 UT] 523% [3 UT]
Ireland
Italy 328% [17 UT] 279% [17 UT] 392% [17 UT] 101% [3 UT] 398% [9 UT] 468% [17 UT] 143% [4 UT] 13% [16 UT] 340% [3 UT] 649% [16 UT] 465% [4 UT] 709% [16 UT]
Li i F ssissun|  sa6% Ut r r r r r r r r r
Lithuania 1 592% [4 UT] f 519% [3 UT] [ 620% [4 UT] f M 513% [3 UT] f I [ I f 563% [3 UT] M I 586% [3 UT]
L r 547% [5 UT] r 387% [4 UT] r 560% [5 UT] r r 431% [4 UT] r 568% [4 UT] r 9% [3 UT] [ r r r r
Malta 1 612% [3UT] f 541% [3 UT] [ 574% [3 UT] f M r I [ r 621% [3 UT] [ r 472% [3 UT]
r 455% [8 UT] r 354% [8 UT] r 516% [8 UT] r 403% [5 UT] r 434% [7 UT] r 374% [5 UT] r 399% [5 UT] r 354% [5 UT] r M 726% [6 UT] r 589% [4 UT] r 643% [6 UT]
Norway 1 334% [3 UT] f 233% [3 UT] [ 451% [3 UT] r M 338% [3UT] I [ r r 341% [3 UT] [ r 240% [3 UT]
Poland r 1431% [17 UT] r 1412% [17 UT] r 1418% [17 UT] r 1744% [7 UT] r 1450% [16 UT] r 1726% [9 UT] r 1744% [7 UT] r 1042% [15 UT] r 543% [12 UT] r 1435% [17 UT] r 1021% [17 UT] r 1497% [14 UT]
Portugal [ epaun|  1wpaun|  167% aaum | [ asswoun|  3ea%(7um | [ ewsut)|  10%paur)|  azewiour)|  3ssw(zuri[  4s0% (9 uT]
cosxzurl|  ewexizun|  epun|  ewoxsun|  esizut|  euspur|  eoswpur|  seaxzu[ [ siswsunf I
Sweden r 670% [12 UT] r 629% [12 UT] r 749% [12 UT] r r 622% [12 UT] r 507% (3 UT] r r 435% [4 UT] r r 800% [10 UT] r r 678% [10 UT]
Slovenia [ aermaun|  aswun|  sompaun| [ amx@un| f [ e aum| [ eosxrzum| [ sw%iEun
Slovakia r 807% [11 UT] r 773% [11 UT] r 876% [11 UT] r r 790% [9 UT] r 742% [5 UT] r r r " r r
United Kingdom [ 319% [13 UT] f 292% [12 UT] [ 349% [12 UT] [ 326% [11 UT] [ 319% [10 UT] [ 270% [9 UT] f 264% [6 UT] 1 330% [12 UT] 1 324% [8 UT] f 349% [13 UT] 1 316% [10 UT] f 398% [12 UT]

TABLE 22: MCR RATIOS BY SCENARIO FOR PARTICIPATING LIFE UNDERTAKINGS (INCLUDING COMPOSITES)

Number of undertakings in the sample 273 172 158 SCR ratios MCR ratios
Scenario 1 | Scenario 10 | Scenario 12 Scenario 1 Scenario 10 Scenario 12 Scenario 1 Scenario 10 Scenario 12
Assets ::Zezlgli end 2009 | end 2004 Basez'g‘lele"“ end 2000 end 2004 Basez';)"lele“d end 2009 end 2004
Reinsurance 104,1 89,4 90,2 Weighted average 131% [273 UT] 186% [172 UT] 190% [158 UT] 396% [273 UT] 580% [172 UT] 574% [158 UT]
Investments [ 20415 25749  25513| |Austia [ saowpour[  22s%paun|  1v0wpaumi|[ asowpisun[  7azwpaum| ez paumy
Unit linked investments f 655,7[ 578,8[ 556,5| |Belgium [ 10a%7um|  1somsum)|  22%(sumi||  238%(7um|  a22%(suti[  510% (6 UT]
Other [ sosa[  4011]  3989| |Bulgaria [ 2% um| f [ saswpzumf 1
Total assets 4209,5 3.644,2 35969 |cyprus [ 202 7um | 2s0%(sum|  swwpun|  esswzum|  9sswisuri[  962%[3uT]
Germany [ aswpsur| 23 p2un| 20w 21um || 372w a6 ui|[  es3s p22um | s52% (21 uT)
o Scenario 1 | Scenario 10| Scenario 12 Denmark r 362% [10 UT] I " f 1093% [10 UT] r I
Lelsiies end2011 | end2009 | end2004 | [Estonia [ suxpun| [ [ swoxsun| [
SIi BE; St insurance liabilties 3.483,1 2.902,1 2.894,4| |spain [ owpsur| 163%p1aum|  196%p1aumy || 201% peun|  s01%[1aur)|  a71% (14 Uy
LTG measures applied [} [ [ Finland [ wowpun|  wsowpun|  1spunl  azpun| rsowpun|  asespun
MA: Classic f 60%[ 5,9%| 56%| |France [ wswpoun[ 2umpour| 23 psuri || 3sswpioum|  s77w%psum|  628% (18 uT
MAExtended f 2,6%[ 2,7%[ 3,0%| |Greece [ aowpour[  wmswsun|  1ormpaun|[ -ozmpoun[  seamsum|  3si%auT
Transitional r r " Hungary r 193% [10 UT] r 199% [3 UT] " 174% [3 UT] I 585% [10 UT] " 579% [3 UT] r 523% [3 UT]
cep [ 7325 7445 Ireland f f f f f M
None / not reported [ 183%[  169%  91,4%| |taly [ 1z2sp7um|  238%p16um)|  265% (16 uti [ 328% (17uT) [ 649% (16 UTI [ 709% [16 UT]
" ™ o T o ™| |tichtenstein [ wasmsun| r [ ssiwrsum| r
Risk margin I 76,1 64,7 62,0/ |Lithuania [ 220%paur|  221%p3um|  2asszump|| se2wpaum| seswzuri| sse%[3UTl
Other [ 3353 3297  3164| [Luxemburg [ 203 5um| r [ sarwsumf f
Total liabilities 3.894,4 3.2965 32727 |Malta [ 20s%pun|  20s%pun|  200%pun|  ezwpun|  eaxpun|  472%p3uT
Netherland [ wswsur|  200%un|  1swieuti|[  asswisum[ 726 eumi|  643% (6 UT]
Assets less Liabilities [ 3154 3477 3242] |Noway [ wsspun|  wswmpun|  ssspur|[  sespun|  saspun| 20%puny
Poland [ amswpzun|  szewpzun| 395w uaum || 1431% (170 1435% r7um | 1497% (14 Uty
Solvency Capital Requirement 260,1 199,8 182,5] |Portugal [ sowpiun|  azewpoun|  1a0spoum||  e2puzum|  azempouri|  4s0% 9 Uy
Surplus 80,3 1718 164,4] [Romania [ asswpur|  190%3un| I eoswpzum|  s1s%3um|
Solvency ratio 131% 186% 190% Sweden [ 172sp12um | 200% 0um)|  173% poums || 670% (12um) [ so0% pout) [ 678% (10 UT)
Minimum Capital Requirement 80,6 614 57,8| |Slovenia [ asewpaun|  200%pun|  aosspun|[  sermraun[  eoswpum|  s7e%3uT
Surplus 239,0 294,8 274,0] |Slovakia [ 2569 210 [ " " sorazum| r
Solvency ratio 396% 580% 574% United Kingdom [ so%pzsur|  sewpzum[ aoxpzun|[ swewpsun|  seexpsun[ seswpi2um

TABLE 23: COMPARISON OF BALANCE SHEETS AND CAPITAL RATIOS ACROSS REFERENCE DATES FOR
PARTICIPATING LIFE UNDERTAKINGS (INCLUDING COMPOSITES)

9.7.4. Group aspects
Quantitative impacts on Group level have not been tested as part of the LTGA exercise.

However, the majority of participants indicated that there are particular issues with
applying LTG measures at a group level. Complexities relate in particular to the
application of more than adjustment to the risk-free rate. An example of such a situation
is shown in the figure below, which indicates how the devices may be applied and the
ring-fences that would then be required. The example does show a solo undertaking, but
complexities tend to increase on group level.
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FIGURE 52: ILLUSTRATION OF GROUP LEVEL ASPECTS OF APPLYING DIFFERENT MEASURES

In this example the following steps could be followed to organise the portfolio:

1. For with-profits (WP) funds eligible for EMA, application of the EMA should
coincide with the current ring-fencing structure that would in any case apply to
participating books of business where restrictions apply to the distribution of
proceeds from backing assets.

2. If the “classical” matching adjustment can be applied to an annuity portfolio
within a WP fund, a further ‘ring-fence’ will apply adding a new layer of
restrictions to the diversification that may be allowed for within the fund
according to the standard formula.

3. For the remaining non-profits business, assets need to be notionally assigned to
either the business eligible for the extended MA, or the remainder. Restrictions to
transfer will apply to the business to which the extended MA is applied. The CCP
will apply to all other business in the group/ undertaking.

This allocation of the existing business to the various applicable measures may be
complex, but will likely be a once-off exercise, after which the additional burden to the
group is limited.

9.7.5. National market insights

As described above, the impact of certain tested measures varies significantly across
Member States. Two of the tested measures, namely the “classical” MA and the
transitional measure, were considered to be effective in some member states only (due
to difficulties in technical implementation and the scope for application). While the CCP
and the alternative EMAs were applied more broadly.

The less mature life insurance markets generally show higher resilience to the negative
impacts of financial market volatility. This is also related to the nature of their products
which provide comparatively less long-term guarantees.




9.7.6. Cross-border business

A general concern of the tested package is that a number of the LTG measures do not
apply to cross-border business, most notably the MA and the transitional measure.
Therefore, Member States with a high portion of cross-border business will see limited
impact of those measures.

9.7.7. Sll balance sheet volatility

Participants noted that the tested package helps to reduce the impact of short-term
volatility on the Solvency Il balance sheets. The CCP and the Matching Adjustment were
considered to have the largest impact in this respect. However, both measures and the
CCP in particular also raise concerns over a potential hiding of more structure issues.

9.8. Impact on competition

The concerns raised during the assessment with respect to competition distortions
potentially triggered by the implementation of the LTG package mainly related to the
following three aspects:

e Smaller vs larger market players: There is a general concern about the complexity
of the LTG package providing an advantage to larger market players that have
more resources and know-how to properly implement the measures. This issue
could be overcome by significantly reducing the complexity and trying to avoid
undertaking-specific measures to the extent possible;

e Life vs. non-life business: Some of the tested measures explicitly exclude non-life
or reinsurance business. However, there seems no rationale behind some of these
restrictions. Generally, the same characteristics of products should result in same
treatment (e.g. non-life annuities should be treated the same way as life annuities
if the meet the respective conditions of the measure in question);

e Domestic vs. cross-border business: Where a measure is undertaking specific or
currency specific, there seems to be limited rationale behind excluding cross-
border business from its application. The picture is different for national specific
measures (e.g. nation CCP) which do create an arbitrage opportunity for cross-
border business;

e Cross-sectoral effects: In the absence of appropriate LTG measures, insurance
products with long-term guaranteed rates might suffer competitive disadvantages
versus similar products offered by other players in the financial sector. However,
theoretically this should only be true if risks are not reflected correctly in those
other sectors or the risk appetite is calibrated differently.

9.9. Impact on Long Term Investments

Generally, the package does seem to encourage long-term liability business and thus
also the holding of long-term assets.

Some of the measures even provide direct incentives for long-term investments, e.g. the
level of CCP depends on duration of assets in the reference portfolio and the MA requires
cash flow matching between assets and annuity-type liabilities.



On the other hand, participants have raised concerns around a potential indirect
disincentive for long-term investments, e.g. through an extrapolation approach with a
LLP that is perceived too close to the valuation date or by a transitional and other
forbearance measures that might not incentivise undertakings to close asset liability
mismatches for a certain period.

When looking at the impact of the package on certain types of long-term investments, it
should be noted that the two measures which refer to asset restrictions (CCP, MA) do not
explicitly exclude certain types of investments (e.g. infrastructure) as long as those
assets are bond-like and in the case of the MA have predictable cash flows and a certain
asset quality. In the technical specification for the LTGA, a more descriptive list of
eligible assets was given for the Matching Adjustment for simplicity and consistency
reasons only. This is, however, not expected to be retained going forward.

9.10. Other considerations

Negligence of Pillar 2 and 3 elements

Most participants strongly advocated for a long-term guarantee package as part of the
Solvency Il framework. It is, however, also important to note that this package should
have a more balanced approach using elements of all three Pillars of the SII framework.
The tested package was strongly driven by Pillar 1 adjustments to the framework. All of
those measures need to be accompanied by adequate Pillar 2 and 3 elements. The only
Pillar 2 measure included in the tested package, namely the ERP, can be a very powerful
tool to overcome “artificial” financial market volatility but also other types of crisis
situations (e.g. a series of major catastrophic events) if some minor amendments are
made to it.

Product availability

One concern, mainly for industry participants, is the potential impact on the ability of
undertakings to continue offering long-term guarantee products. In their view, the LTG
package is vital to do so. EIOPA general supports this view, however, all products offered
in the market will need to be sustainable and adequately priced with respect to options
and guarantees.

9.11. Main technical findings on the LTG package
This section is split into four parts:

A. EIOPA’s main observations on the LTG package as a whole;

B. EIOPA’s technical advice on the LTG package as a whole (including an
overview table);

C. Highlights of the suggested Volatility Balancer;

D. Details on the suggested Own Funds adjustment approach.

A. EIOPA’s main observations on the LTG package as a whole

The main outcome of the exercise and technical assessment by EIOPA is listed below. It
includes individual observations per tested measure and additional observations relating
to the complexity of the LTG package as well as important single market and
comparability aspects.




Counter-Cyclical Premium (CCP)

While the tested CCP measure proved to be technically effective in terms of reducing the
impact of short-term volatility on own funds of (re)insurers, it has two major draw-backs
relating to the broader effectiveness and financial stability implications.

The first major draw-back is that the use of the CCP significantly increases the capital
requirements of undertakings in a number of Member States, especially for higher levels
of CCP, ultimately resulting in limited or even negative impact on the solvency ratios for
those Member States.

The second major draw-back is related to the triggering process which needs to be
effective on one hand and not create or deepen financial stability concerns on the other
hand. Regarding the effectiveness, a smooth triggering process is vital for the measure
to reduce the impact of short-term volatility. If such a process cannot be ensured, the
measure could increase rather than decrease the impact of short-term volatility on
(re)insurers’ Solvency Il balance sheets. It is very questionable whether EIOPA or
National Supervisory Authorities will be able to really activate the application of a crisis
measure such as the CCP in certain situations (e.g. sovereign crises). Indeed, this
announcement might result in possible severe implications for financial market stability.

Thus, the tested CCP measure involving the given CCP risk methodology and the non-
automated triggering does not seem suitable to adequately reduce the impact of short-
term volatility in practice and is therefore unlikely to fulfil its overall financial stability
aim.

Extrapolation

EIOPA was asked to test the impact of different convergence speeds being a key input
parameter to the Extrapolation approach. Analysis shows that for the Eurozone, a
shorter convergence period generally results in more stability of technical provisions.
However, compared to applying a longer convergence period and especially in times of
high market volatility, this increases the volatility of own funds and thus of solvency
ratios.

Another important aspect related to a shorter convergence period is the potential risk of
not linking of the extrapolated part from financial market reality. This leads to a number
of concerns with respect to the risk management of the undertakings (e.g. misevaluation
of options and guarantees or potential risk of investing in shorter term assets to avoid
volatility generated by differences between marked-to-market and marked-to-model
data) and the consistency between regulatory processes (e.g. with respect to ORSA and
internal models). The same could occur with a longer convergence, but generally to a
much lesser extent.

Thus, the extrapolation approach for the Euro would benefit from an extension of the
convergence period significantly beyond 10, for example 40 years. For other currencies,
the characteristics of the local bond and swap markets must be taken into account when
determining the appropriate convergence period including special considerations for
currencies pegged to the Euro.




“Classical” Matching Adjustment

The “classical” Matching Adjustment seems to be the most effective tool within the
tested LTG package with regards to mitigating short-term volatility from the Solvency 11
balance sheets of portfolios eligible for the measure. This is due to the portfolio-tailored
features of the measure which better reflect the economic reality of the business
compared to other measures. However, in order not to risk major policyholder protection
concerns and raise wrong risk management incentives, the measure needs be designed
with strict conditions to be met, both on the asset and the liability side.

EIOPA was asked to test two different options to the measure which differed in the
strictness of the eligibility criteria for investments. The following two criteria were only
applied to one of the tested options: the amount of credit quality step 3 (CQS 3) assets
is limited to 33% of the portfolio (excluding government bonds); the matching
adjustment for CQS 3 investments is capped at the maximum of CQS 1 or 2.

The guantitative assessment revealed that an exclusion of the two above criteria would
significantly increase the amount of business eligible for the “classical” MA. On the other
hand, such an approach does raise major concerns on risk management incentives and
thus policyholder protection. Undertakings would be incentivised to hold instruments
with higher spreads and thus higher default risk.

Further important observations on the functioning of the “classical” MA include:

The exclusion of immaterial mortality risk from the current measure does not seem to be
proportional and reduces the attractiveness of eligible products for consumers;

In light of policyholder protection, the ring-fencing approach needs to be possible in
practice for MA portfolios, e.g. undertakings need to have the possibility to manage the
credit quality of MA portfolios in case of risk of downgrade;

The approach to determining fundamental spread levels of certain types of bonds must
be prudent enough under current market conditions;

With regards to the MA cap for CQS 3 assets, undertakings might implement a broad
variety of approaches to determine the cap which will lead to an inconsistent application
of the measure across companies and markets;

No closed list of admissible types of assets should be defined (as was done for the
LTGA), but rather suitable conditions in terms of predictability and ability to match
liability cash flows;

The measure is relatively complex to implement and requires an intensive supervisory
review process, but undertakings and supervisors in Member States where the measure
is currently applicable consider this effort appropriate and supervisable.

Finally, though the applicability of the measure was limited to a number of Member
States, EIOPA expects that eligible MA products will emerge in the near future in other
Member States.




Extended matching adjustment

Unlike the “classical” Matching Adjustment, the extended version raises significant
concerns in terms of providing false risk management incentives, in particular in terms of
credit quality of assets and with regards to the management of liquidity risk. This
severely impacts the level of policyholder protection. These concerns are further
increased by the high complexity of the measure’s calculations and implementation
which would also require an extensive supervisory review process which is not seen as
implementable by the majority of supervisors.

Based on clear indications from LTGA participants, the measure would, furthermore,
create a competitive disadvantage for small and medium size undertakings as they might
not be able to apply the adjustment due to its complexity.

Transitional Measures

Transitional measures are not primarily aimed at reducing the volatility of the Solvency
Il balance sheet, but rather at providing a smooth transition between different
regulatory regimes which would ultimately lead to more stability in the insurance sector.
Therefore, EIOPA believes that transitional measures are important for a smooth
transition.

By definition, this approach is aimed at providing a positive effect regarding policyholder
protection (reducing risk of companies not being able to afford the transition) and
financial stability. But it also comes with certain risks in both areas that, if appropriately
designed, can be addressed. Right incentives must be provided (thus transitional
measures should be preferred to grandfathering type of provisions) to undertakings and,
to ensure policyholder protection a simple and transparent process must be provided,
reinforced with an enhanced supervisory review process (SRP). This includes an
appropriate length of the period of applicability, and full transparency regarding the
consequences of such application.

The transitional tool tested effectively addresses the issue of the technical provisions gap
for certain types of businesses with long-term guarantees. The specific design generally
limits the application to some Member States where such products are offered or have
been offered. However, the general issue of gaps in technical provisions due to the
inception of Solvency Il will most likely also exist in other Member States for different
reasons, e.g. the implementation of the risk margin, revised contract boundaries or
differently calibrated market-consistent risk-free rate curves. Also for this a suitable
transitional should be found.

A relevant issue to consider is linked to the underlying nature of transitional measures:
they should focus on the value of the promise made under Solvency | (technical
provisions) and how to align it with the market consistent valuation of Solvency Il that
adequately prices options and guarantees, therefore not affecting the capital
requirements. The way to do it, in EIOPA’s view, would be a pure adjustment of eligible
own funds which reduces over time.

Extension of the Recovery Period

The extension of the recovery period (ERP) can be a powerful tool in crisis periods,
showing how time can be used, via management and supervisory action, in the benefit
of both policyholders and financial stability. At the same time, to ensure right incentives




are embedded, time cannot be seen as an excuse to postpone action by undertakings in
order to restore the situation. As it is the case within Pillar 2 related action, not only
capital but other measures can be part of the agreed way forward.

One difference of this measure compared to the CCP, both being designed as crisis tools,
is that it can be applied for different types of financial market crises, i.e. not just spread-
related crises. However, it should be noted that the current design (steep fall in financial
markets) would probably not provide supervisors with the option to apply it in a low
interest rate crisis which is one of the key threats to long-term guarantee business.

The proposed length of the extension (i.e. up to 7 years) should be a maximum. While
the duration of liabilities should play a role in activating the measure, the strict and sole
link of the granted length of extension to the duration of liabilities seems too simple
given the multitude of factors that determines the decision for an application of the
measure. Nevertheless, there should be clear conditions linked to the length of
application in order to ensure a consistent application across Member States and
undertakings.

Complexity

The tested LTG package has shown to be highly complex for undertakings and
supervisors to implement for this assessment. This complexity is caused by several
factors, most notably the number of measures tested, their interaction, the amount of
undertaking-specific elements, and the complex technical approaches to calculating the
impact of Pillar 1 measures.

Regarding the latter, all tested LTG measures which involve an adjustment to the risk-
free rate (apart from the extrapolation) require the undertakings to calculate an
economic balance sheet and capital requirements with the adjustments to the risk-free
rate. Once the framework is in place, undertakings would additionally need to do these
calculations for the unadjusted rate as well for disclosure purposes. This results in a
specifically high effort and complexity if more than one of these measures apply within
an undertaking.

For the LTGA, therefore, undertakings theoretically needed to perform separate balance
sheet and capital requirement calculations for each scenario and within each scenario for
each of the measures applied. While this is useful and relatively straight forward for ring-
fenced portfolios that apply the MA, it seems less so for the CCP and transitional
measures. Risk-free rate adjustments relating to both these measures do not directly
reflect the economic reality of the undertaking or portfolio in question. It is therefore
questionable whether the very complex approach to determine the impact of these
measures is proportionate and adds value.

Single market and consistency

Several measures in the tested LTG package represent Member State options and
explicitly excluded cross-border business from their application. Furthermore, non-life
and reinsurance business is explicitly excluded from the application of selected
measures, e.g. the MA.

These exclusions do not seem to be based on technical or prudential reasons where the
application conditions are otherwise met.




B. EIOPA’s technical advice on the LTG package as a whole

General principles to the package

The final LTG package to be included in the Solvency Il framework should fulfil a number
of principles in order to ensure a sufficient degree of policyholder protection as well as
effective supervisory processes. Those principles include: (a) Alignment with the Sll
framework and the economic balance sheet concept; (b) Full transparency and
comparability; (c) Efficient linking of all 3 Pillars; (d) Proportionality and simplicity; and
(e) Adequate treatment of transitional issues.

Way forward

Based on the conducted assessment and the outlined principles, EIOPA would like to
present the following advice with regards to the regulatory LTG measures to be included
in the Solvency Il framework:

Counter-Cyclical Premium: Based on the outlined concerns relating to the effectiveness
of this crisis measure and to potential financial stability considerations, EIOPA advises to
replace the CCP with a predictable volatility adjustment mechanism. Further details on
this proposal are given below.

Extrapolation: Based on the outlined considerations relating to the effectiveness and
implications for risk management as well as regulatory processes, EIOPA advises to
select a convergence period that is significantly longer than 10 years (e.g. 40 years).
Furthermore, in order to reduce potential unwanted consequences of the parameter
choice for extrapolation, dedicated Pillar 2 measures such as sensitivity analysis should
be applied.

“Classical” Matching Adjustment: Based on the outlined considerations relating to risk
management incentives and policyholder protection, EIOPA advises to implement the
“classical” MA as foreseen by the legislators, including the strict criteria relating to CQS 3
investments (i.e. the 33% portfolio limit excluding government bonds and the MA cap).
Furthermore, EIOPA suggests the following amendments to the measure: the inclusion of
immaterial mortality risk; the ability to manage the credit quality of the asset portfolio in
case of risk of downgrade; maximum levels of MA for CQS 3 investment to be provided
by EIOPA; and EIOPA shall provide with appropriate criteria and conditions via guidelines
to deal with “cliff effect situations” related to necessary requirements set in terms of
assets quality.

Extended Matching Adjustment: Based on the outlined major concerns with regards to
policyholder protection, competition and supervisability, EIOPA advises to exclude the
Extended Matching Adjustment from the LTG package.

Transitional measures: Based on the outlined observations, EIOPA advises to implement
transitional measures as part of the LTG package. In order to make these measures
available for a broader application, EIOPA also advises to complement the tested
measure with a second measure that is able to address further issues also related to the
different valuation of technical provisions under Solvency | versus Solvency Il. Both
approaches follow the principles defined by EIOPA and need to be accompanied by
strong supervisory review elements. Section 10.2 contains an initial impact assessment.




Extension of the Recovery Period: Based on the outlined considerations, EIOPA advises
to implement the Extension of the Recovery Period, under criteria set by EIOPA.
However, the strict and sole link of the length of extension to the duration of liabilities
seems too simple given the multitude of factors that determine the decision for the
application of the measure. Furthermore, the proposed maximum length of extension
needs further review, but should not go beyond the currently proposed 7 years. EIOPA
also advises to consider a broadening of the triggers to the measure which would enable
an application in crisis situations that are not directly linked to a steep fall in financial
markets, e.g. low interest rate crisis or even a combination of major insurance risk
events. The measure needs to be accompanied by a supervisory process that closely
tracks progress on recovery plans. Finally, the interaction with other LTG measures
needs to be clearly defined once the LTG package is final.

Complexity: Based on the observations relating to the technical complexity of calculating
the impact of risk-free rate adjustments, EIOPA advises to implement a more simple
approach which solely adds a “Special” Own Funds item to the economic balance sheet
for adjustments not directly reflecting the economic reality of the undertaking or
portfolio. Apart from this item, the economic balance sheet does remain unchanged from
the calculation with the non-adjusted rate and the capital requirements would equally
remain unchanged. Section 9.11 provides further details on the proposed OF adjustment
approach.

Single _market and consistency: Based on the observations regarding the inconsistent
application of certain LTG measures across the EU, EIOPA advises not to link the LTG
measures to Member State options and to not exclude cross-border business from any
measure (apart from the exceptional national top-up to the Volatility Balancer).
Furthermore, the principle of substance over form should be fully incorporated in the LTG
package, i.e. the legal type of business should not be an eligibility criteria for any LTG
measure.

Finally, EIOPA fully supports to publicly disclose the impact of all LTG measures on the
solvency position of individual undertakings after the implementation of the package. For
the extrapolation, were a disclosure of impact seems less useful, this should be replaced
by the results of sensitivity analyses®.

It should also be noted that a precondition for the appropriate functioning of the entire
package is the proper interaction of all three pillars, with a strong coordination at EU
level. A clear understanding of the consequences in the management of the business is
requested, and there should be room for action at supervisory level in terms of Pillar 2.

Please also note that following overview table summarising EIOPA’s advice on the LTG
package.

“ This does not give rise to new Pillar 2 requirements, but can be incorporated as part of the sensitivity
analyses required in the existing Pillar 2 framework.
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C. Highlights of the suggested Volatility Balancer

General functioning

EIOPA advises to replace the CCP with a predictable volatility adjustment mechanism.
The proposed measure named “Volatility Balancer” would be based on the following
premises:

e It would be designed to deal in a predictable and permanent way with the
unintended consequences of volatility;

e It would be simple, supervisable and comparable, applicable to all insurance
business except unit-linked (and unless the business applies MA);

e It would be calculated as a predictable adjustment to the relevant risk-free rate,
usually calculated at a currency level to deal with competition distortions within
the single market, but with a national top-up in exceptional market
circumstances;

¢ It would affect own funds only via the introduction of a “Special” Own Funds item;

e It would be reviewed after a given period of time in line with the remainder of the
LTG package (currently foreseen after 7 years);

¢ It might turn negative under certain conditions; however, this will depend on the
final calibrations of the device.

In more detail, the Volatility Balancer (VB) would function as follows:

e A currency-specific reference portfolio (e.g. as obtained for the CCP in the context
of the LTGA) would be used as basis to determine the spread difference to the
relevant risk-free rate less the portion related to default risk;

e In exceptional circumstances, this adjustment may not reflect the reality of a
given market. Should this be the case, e.g. the spread of a national reference
portfolio would exceed two times the spread of the currency specific reference
portfolio and this national spread is at least 100 bps, the spread would be
additionally adjusted for that market by adding the amount that the national
spread exceeds two times the currency spread (i.e. if the currency spread is 80
bps and the national spread is 200 bps, the spread would be adjusted to 80 bps +
(200-2*80) bps = 120 bps. This additional adjustment would then be applicable
to national business only to avoid competition advantages in cross border
operations;

e The calculated spread (already excluding the portion linked to default risk) would
need to be adjusted to account for risk associated with the implementation of the
adjustment, i.e. there will not be a full application of the determined spread, but
only a 20% application;

e The impact of the measure would be determined using the own funds adjustment
approach.

The above calibration of the tool should be seen as a reference calibration. Further
analysis needs to go into final calibrations of the approach.

Section 10.1 provides an impact analysis with regards to the Volatility Balancer and the
proposed reference calibrations for all Member States that have participated in the LTGA.




Rationale for the 20% calibration

The criticism on the SCR arising from the application of the CCP was based on the non-
linear increase of the capital charge for higher CCP levels. To correct this, while at the
same time taking into account the risks associated to the implementation of the
adjustment, it is proposed to review the calibration of the premium. The calibration of
the Volatility Balancer would thus be reduced in compensation of the removal of the SCR
CCP sub-module. The main advantage of capturing the risks directly through the
calibration rather than via a SCR is to avoid non-linear effects that may largely offset in
some cases the benefit of the measure.

The main risk associated to the implementation of the measure is certainly an
overestimation of the “artificial volatility” affecting spreads. The total spread between the
yield of an asset and the risk-free rate includes in fact many components. The current
calibration of the CCP only recognizes the credit risk connected with the probability of
default, the volatility of this probability and the cost of downgrades. Beyond credit risk,
the spread also encompasses crucial information such as management expense risk,
taxes or costs of market imperfections. In addition, since the “buy-and-hold” principle is
not a prerequisite to earn the Volatility Balancer and given that insurance liabilities are
not required to be illiquid, the liquidity risk is a component of the spread to consider for
the calibration. Therefore the calculated spread, which currently only excludes the
portion linked to default risk (based on CCP methodology), would need to be adjusted to
account for other objective market parameters of the spread.

EIOPA’s analysis tends to show that 20% of the actual currency CCP would have a
similar impact on the SCR coverage ratio at YE11 than the tested CCP mechanism to
which a dedicated capital charge is attached. This seems, therefore, a good starting
point for further calibration work on the Volatility Balancer. It is to be noted that a 20%
application of the calibrated spread would have an effective linear impact on the
coverage ratio — contrary to the former SCR charge for CCP —.

Final calibration and impact analysis

The above calibration of the tool should be seen as a reference calibration. Further
analysis needs to go into final calibrations of the approach.

Please note that Section 10.1 provides an impact analysis with regards to the Volatility
Balancer and the proposed reference calibrations for all Member States that have
participated in the LTGA.

D. Details on the suggested Own Funds adjustment approach

Rationales for this approach

While the quantitative results presented in this report show that the tested devices can
have a significant effect in addressing the issues faced by long term guarantees, the
practical exercise has shown that some of them in their current shape can bring in the
system a significant added level of complexity which may thus be challenging to
implement and would increase the difficulty of the supervisor’'s work as well as diminish
the transparency and comparability of disclosed market information. Negative side
effects have also been uncovered in the asymmetric capital adjustment of the discount
rate and in the conflicting risk management incentives, as well as some remaining



technical challenges to implement the two legs on which the Solvency Il is build —
namely the valuation and the risk assessment.

Tested approach is complex and provides distorted picture

The following figure explains the conceptual model underlining the measures in question,
i.e. Transitional and CCP respectively Volatility Balancer. In order to ensure the
policyholder level of protection required by the directive, both an appropriate
determination of the requirements and the eligible own funds should exists. Untackled
LTG issues, by impairing the eligible prudential own funds would not reach this
overarching goal. By adjusting liabilities, the goal was to restore a level of own funds in
line with the solvency expectation.

FIGURE 53: ILLUSTRATION OF FUNCTIONING OF TESTED LTG MEASURES ON DIFFERENT BALANCE SHEET ITEMS
AND SOLVENCY POSITION

In practice, the shown approach revealed a number of issues which, overall means that
the determination of the appropriate capital requirement becomes difficult with the
existing design of the standard formula, thus impairing the compliance with the level of
policyholder protection required by the directive.

Spill-over effect and tested ways to mitigate these

The first difficulty is the spill-over issue. Re-valuing the technical provisions lead to a re-
valuation of the deferred taxes position*® (DTA for assets or DTL for liabilities in the
figure) — a natural consequence of the revaluation of the technical provisions made - and
the level of future discretionary benefits'® (FDB in the figure) — a consequence of the

B E.g. +188% for the scenario in which the adjustment was on the yield curve was 250 bps compared to the
scenario in which the adjustment was 50 bps.
16 E.g. +88% for the scenario in which the adjustment was on the yield curve was 250 bps compared to the
scenario in which the adjustment was 50 bps.




asset-liability management done by undertakings. In the determination of the capital
requirements, these elements (DTA, DTL, FDB) are considered as risk mitigating or risk
covering elements, on a global basis, covering all risks. So in effect, only re-valuing the
technical provisions would lead to a decrease of the capital requirements, without
distinguishing between risks or business books.

Two ways to overcome this issue have been tested in the LTG measure. The first way is
the ring fencing of liabilities subject to a given measure (tested as part of the Matching
Adjustment device). This effectively allows avoiding the spill-over effect of the top level
adjustment in the standard formula, but at the price of simultaneously losing the
diversification benefits of the underlying risks, and increasing the reporting
requirements.

The second way is the creation of a specific risk in the standard formula to
counterbalance these effects. This was the aim of the CCP risk, as tested in some
scenarios. It created two undesired side-effect: the disconnection of the evolution of the
two classical solvency measures. Going from the simulation of a CCP level of 50 basis
point to the simulation of a CCP level of 250 basis point, the level of eligible own funds
augmented by 36%, while the coverage ratio increase by 23%. This difference comes
not only from the CCP risk’, but also from a simultaneous re-valuation by almost 50%
of the lapse risk, a risk included in the underwriting risk and supposed to be, at atomic
level, modelled independently of the market risk. This present a particular technical
challenge for any attempt to design a measure which wouldn’t distort the regulatory
perception of the risk profile based on the standard formula while at the same time still
producing the capital requirement at the level set in the directive.

This distortion of the reported risk profile is not only a technical design challenge for the
standard formula, but indeed a symptom of a more in-depth Pillar 2 issue: undertakings
have aligned their risk management assumption on the adjusted model whose purpose
was shifted from the initial “bottom-up” granular risk based measure to the
neutralisation in a “top-down” way of the overall side-effect brought on the risk
assessment by the adjustment made in the valuation. To give another example of the
undesired side-effect discovered, a number of undertakings have reported an inversion
of the computed sensitivity of their balance sheet between a rise and a fall of the
interest rate with a high level of the CCP. With otherwise identical market conditions,
undertakings following this distorted view of their risk profile (thus applying the “use
test” principle) would be incentivized to switch their risk hedging strategy.

OF adjustment approach overcomes the issues

To overcome the undesired side effects of changes made on the discounting of technical
provisions, a third way, not tested in the LTG package, would be to assess the extent of
own fund adjustment needed to bring back the solvency assessment in line with
supervisory objectives and Solvency Il requirements, and to apply it directly on the only
element needing to be adjusted (the Own Funds), thus avoiding a lot of the complexity
and perverse risk management incentives brought by the complexity of the measure
tested, namely CCP and the transitional measure.

7 A risk classified in the Market risk module



The classification of the “Special” OF items remains to be defined. However, an

unrestricted nature of the item would have a number of advantages.

This focused approach is depicted in the following figure.
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10. Impact assessment of EIOPA’s recommendation

This section presents an impact assessment of the possible way forward suggested by
EIOPA for elements of EIOPA’s advice that differ from the tested approaches. Therefore,
this section focuses on the impact following three topics:

1. Impact of the Volatility Balancer (using the OF adjustment approach)
2. Impact of the Transitional measures (using the OF adjustment approach)
3. Impact of the inclusion of immaterial mortality risk for the MA

Most of this section will focus on the quantitative impact of the measures. Other impact
considerations with a more qualitative focus can be found in the respective sections of
the report linking to CCP (section 3), MA (section 5) and Transitional measures (section
7).

Disclaimer: It should be noted that the impact analysis provided in this section
is partially based on assumptions made by EIOPA or NSA experts, especially for
the impact analysis relating to the Volatility Balancer. The assumptions that
needed to be made are clearly referenced in all instances. In cases were no or
only very minor additional assumptions have been made, this will also be
clearly referenced.

10.1. Impact of the Volatility Balancer

Recap of EIOPA’s advice on the Volatility Balancer

EIOPA advises to replace the CCP with a permanent and predictable volatility adjustment
mechanism. The proposed additional measure to the package would function as follows:

e A currency-specific reference portfolio (e.g. as obtained for the CCP in the context
of the LTGA) would be used as basis to determine the spread difference to the
relevant risk-free rate less the portion related to default risk;

e In exceptional circumstances, this adjustment may not reflect the reality of a
given market. Should this be the case, e.g. the spread of a national reference
portfolio would exceed two times the spread of the currency specific reference
portfolio and this national spread is at least 100 bps, the spread would be
additionally adjusted for that market by adding the amount that the national
spread exceeds two times the currency spread (i.e. if the currency spread is 80
bps and the national spread is 200 bps, the spread would be adjusted to 80 bps +
(200-2*80) bps = 120 bps. This additional adjustment would then be applicable
to national business only to avoid competition advantages in cross border
operations;

e The calculated spread (already excluding the portion linked to default risk) would
need to be adjusted to account for risk associated with the implementation of the
adjustment, i.e. there will not be a full application of the determined spread, but
only a 20% application;

e The impact of the measure would be determined using the own funds adjustment
approach.



The above calibration of the tool should be seen as a reference calibration
chosen for the purpose of this impact assessment. Further analysis needs to go
into final calibrations of the approach.

Rationales for the reference calibration are given in section 9.11.

Approach chosen for this impact assessment

This section presents an impact assessment of the possible way forward suggested by
EIOPA. The way forward — either in the form of a Volatility Balancer (VB) or a CCP —
relies on currency and country level monitoring of the markets and reacting in
appropriate ways to abnormal observations. These options differ in their predictability for
market participants (supervisory decision or formula driven triggering) and length of
application (crisis tool or volatility balancer). They also differs in the way they propagate
to the eligible own funds.

To a certain extent, the Volatility Balancer could be understood as an entity-wide
stabilizer based on market wide observations. The level of artificial distress at end 2011
which would have needed to be neutralized to reach a robust solvency assessment from
a supervisory point of view is based on the findings of the analysis done to estimate the
national and currency CCP (see section 3), reduced by 80% to account for risks
associated with the implementation of the adjustment and in the absence of a SCR
element covering this risk.

On a YE11 basis, the country level spreads found present a high dispersion. This allows
for simulating how a second level country specific layer could have worked under the
Volatility Balancer approach. For the purpose of this impact assessment, the criterion
retained was to offset the effect of national based spread when higher than twice the
currency based one. On a YEO4 basis, the effect of the Volatility Balancer would have
been minimal with at most a few basis points to offset, due to a very low level of
artificial distress in the markets. On an SCR coverage basis, the effect of the Volatility
Balancer would have been overall an increase of 2 percentage points. The YEQ9 situation
lies in between, with a computed Volatility Balancer but almost no triggering of the
country specific layer.

The following table presents the volatility balancer levels used for this impact
assessment. It also gives the levels on a YE12 basis, which are lower in almost all the
studied countries than the 2011 one.

Level Permanent VB (Currency based) VB + country layer

applied

(in bps)

Country 2012 2011 2009 2004 \. 2012 2011 2009 2004
AT 13 25 6 13 25 6
BE 13 25 6 1 13 25 6 1
BG 2 4 4 - 4 19 4 -
CY 13 25 6 1 53 129 13 1
DK 4 9 6 1 4 9 6 1
EE 13 25 6 1 13 25 6 1
Fl 13 25 6 1 13 25 6 1
FR 13 25 6 1 13 25 6 1




Level Permanent VB (Currency based) VB + country layer
applied

in bps
éoun?r))/ 2012 2011 2009 2004 \. 2012 2011 2009 2004

DE 13 25 6 1 13 25 6 1
GR 13 25 6 1 32 212 6 1
HU 16 35 4 3 16 35 4 3
1E 13 25 6 1 13 25 6 1
IT 13 25 6 1 27 46 6 1
LI 4 5 0 - 5 6 2 -
LT 50 44 2 - 50 44 2 0
LU 13 25 6 1 13 25 6 1
MT 13 25 6 1 13 48 6 1
NL 13 25 6 1 13 25 6 1
NO 18 22 14 4 18 22 14 4
PL 2 3 3 3 2 3 3
PT 13 25 1 13 61 1
RO 24 35 25 - 24 35 25 -
SK 13 25 6 1 13 25 6 1
Si 13 25 1 13 25 6 1
ES 13 25 6 1 25 25 6 1
SE 9 11 4 2 9 11 4 2
UK 13 17 13 4 13 17 13 4

TABLE 25: LEVELS OF VB USED FOR THIS IMPACT ASSESSMENT (IN BPS)

Impact analysis for YE11, YEO9 and YEO4

The following tables present the result of the impact assessment done. It should be
stressed that the provided results are not a straightforward restitution of information
communicated by participating undertakings, but on a joint modeling®® of the dynamics
of the balance sheet and capital requirements applied on the detailed information
provided by participants. The LTGA having been run on a best effort basis with some
scope for simplification, hence not all information collected could be used. The usable
data on which the following is build cover roughly 75%*° to 80% of the available data on
an end 2011 basis.

The results on a YE11l basis are presented in the following two tables, first for the full
sample used, and then for the sub-sample whose main business is life business.

The first column presents the sample size followed by the reported result under the base
scenario of the LTG (Scenario 1).?° The following columns present the SCR ratio and

18 Assuming a linear relationship between the net technical provisions (without future discretionary benefits)
and the level of the adjustment, a different linear relationship between the future discretionary benefits and
the level of adjustment, a third linear relationship between the lapse risk and the level of adjustment and using
the interest rate risks from scenario 2, and the average tax rate reported in the scenarios.

% |n terms of risks covered, or eligible own funds.

% It should be noted that the scenario 1 set-up might not be the optimal starting point for an impact
assessment for selected member states (e.g. IT), however, applying scenario 0 as a starting point is also not



surplus under the VB approach, first using the currency level and then the currency +
country (when applicable) level. On a full sample basis, the overall impact of the VB on
SCR ratios is higher than the base scenario, it moves from 143% on Scenario 1 basis to
1499% for the VB on a currency basis, or 150% taking into account the country layer.

End 2011 VB - All business

Reported VB + H<
(scenl - VB Surplus country Surplus 100%b
Country 100bps) (Currency) layer SCR
EU 297 143% 149% 127,0 150% 130,0 77
AT 21 138% 165% 4,3 165% 4,3
BE 7 104% 149% 3,7 149% 3,7
BG 2 - - - - -
CY 9 177% 188% 0,2 205% 0,2
DK 8 354% 201% 3,9 201% 3,9
EE 3 314% 301% 0,1 301% 0,1
Fl 7 146% 139% 1,7 139% 1,7
FR 30 145% 148% 26,0 148% 26,0
DE 53 151% 152% 30,7 152% 30,7
GR 12 -9% -26% -1,9 24% -1,2
1E 4 86% 82% -0,8 82% -0,8
IT 17 132% 158% 12,9 167% 14,9
LI 0 - - - - -
LT 3 217% 258% 0,1 258% 0,1
LU 5 145% 136% 0,8 136% 0,8
MT 3 206% 230% 0,1 240% 0,1
NL 13 143% 196% 11,9 196% 11,9
NO 1 - - - - -
PL 24 323% 322% 7,8 322% 7,8
PT 18 49% 48% -1,6 56% -1,3
RO 3 151% 150% 0,1 150% 0,1
SK 8 258% 259% 0,9 259% 0,9
Sl 3 152% 148% 0,2 148% 0,2
ES 16 141% 139% 2,9 139% 2,9
SE 14 187% 172% 26,1 172% 26,1
UK 9 91% 92% -2,3 92% -2,3

TABLE 26: SCR RATIOS AND SURPLUS AT YE11 UNDER A VB APPROACH

For the life sub-sample (including composites), the overall picture is similar. The number
of undertakings not covering the SCR is significantly higher than the numbers shown on
a YEO9 or YEO4 basis (presented below). This is explained by business models which
were assuming higher yields — independently of the market volatility — than those
experienced since a few years. This shows that the VB measure has not been designed
to replace a transitional targeting these business models. For 2009 and 20042, the
country layer would have been triggered in a couple of countries with no material
impact.

optimal as it includes a non-relevant extrapolation approach and no MA which has significant impact of several
member states.
*! Historical data is not available for all countries.




End 2011 VB - Life business (including composites)

Reporte

d (scenl SO Surplu SIS =
Countr . (Currency s (Country Surplus 100%0
) ) SCR
\ 100bps)
EU 213 133% 138% 75,3 140% 78,4 56
AT 19 140% 167% 4,1 167% 4,1
BE 7 104% 149% 3,7 149% 3,7
BG 2 - - - - -
CY 4 198% 216% 0,2 238% 0,2
DK 8 354% 201% 3,9 201% 3,9
EE 3 314% 301% 0,1 301% 0,1
Fl 4 120% 112% 0,3 112% 0,3
FR 19 148% 152% 19,3 152% 19,3
DE 34 113% 107% 2,4 107% 2,4
GR 10 -19% -39% -2,0 15% -1,2
1E 2 - - - - -
IT 17 132% 158% 12,9 168% 15,0
LI - - - - -
LT 3 217% 258% 0,1 258% 0,1
LU 4 165% 199% 0,3 199% 0,3
MT 3 206% 230% 0,1 240% 0,1
NL 7 145% 217% 11,1 217% 11,1
NO 1 - - - - -
PL 12 380% 385% 4,0 385% 4,0
PT 7 27% 26% -1,6 36% -1,4
RO 2 - - - - -
SK 8 258% 259% 0,9 259% 0,9
Sl 3 152% 148% 0,2 148% 0,2
ES 12 90% 86% -0,8 86% -0,8
SE 11 172% 155% 17,8 155% 17,8
UK 9 91% 91% -2,3 91% -2,3

TABLE 27: SCR RATIOS AND SURPLUS AT YEL11 UNDER A VB APPROACH — LIFE (INCLUDING COMPOSITES)

End 2009 & 2004 VB - Life business (including composites) {

Country # Reported VB Surplus # UT< # Reported VB Surplus # UT<
UT (scenlO (YEO09) (YEO09, 100% UT (scenl2 (YEO4) (YEO4, 100%
- BN €) SCR - Obps) BN €) SCR
100bps)
EU 137 192% 211% 155,5| 13 133 196% 198% 159,8| 18
AT 4 225% 236% 2,4 4 190% 192% 2,4
BE 5 180% 258% 8,7 6 232% 229% 10,3
BG 1 - - - 1 - - -
CY 2 - - - 2 - - -
DK 0 - - - - - -




End 2009 & 2004 VB - Life business (including composites)
Country # Reported VB Surplus # UT< # Reported VB Surplus # UT<

UT (scenlO (YEO09) (YEO09, 100% UT (scenl2 (YEO4) (YEO4, 100%

- BN €) SCR - Obps) BN €) SCR
100bps)
EE 0 - - - - - -
Fl 4 190% 178% 2,0 3 124% 124% 0,6
FR 19 211%| 244% 39,5 18 243%| 240% 45,5
DE 21 213% 270% 17,5 20 204% 193% 14,8
GR 5 111% 100% 0,0 4 107% 107% 0,1
1E 2 - - - 2 - - -
1T 14 238% 292% 36,9 16 265% 268% 39,0
LI 0 - - - - - -
LT 2 - - - 2 - - -
LU 0 - - - - - -
MT 3 205% 207% 0,1 3 201% 202% 0,1
NL 5 203%| 287% 14,5 5 198%| 211% 13,5
NO 1 - - - 1 - - -
PL 12 382% 385% 4,0 10 405% 406% 3,1
PT 5 125% 121% 0,4 5 140% 141% 0,8
RO 2 - - - - - -
SK 0 - - - - - -
SI 2 - - - 2 - - -
ES 10 162% 166% 2,9 10 182% 186% 4,1
SE 10 204% 186% 26,3 10 173% 174% 22,0
UK 7 101% 92% -1,8 8 114% 108% 2,1

TABLE 28: SCR RATIOS AND SURPLUS AT YEO9 AND YEO4 UNDER A VB APPROACH — LIFE (INCLUDING
COMPOSITES)

10.2. Impact of the Transitional measures

Recap of EIOPA’s advice on Transitional measures

EIOPA advises to implement transitional measures as part of the LTG package. In order
to make these measures available for a broader application, EIOPA also advises to
compliment the tested measure (referred to as the “dynamic” Transitional in this
section) with a second measure that is able to address further issues also related to the
different valuation of technical provisions under Solvency | versus Solvency Il (referred
to as the “static” Transitional in this section). Both approaches follow the principles
defined by EIOPA and need to be accompanied by strong supervisory review elements.




Approach chosen for this impact assessment

All presented analysis on the Transitional measures is based on the LTGA scenario 2
sample consisting of 358 undertakings®?. The impact of both proposed Transitional
measures, the Static and the Dynamic version, is analysed based on the provided LTGA
results for that scenario. No further assumptions needed to be made by EIOPA. Scenario
2 was used as a base because it is the closest to the non-application of a CCP.

For the entire analysis, it was assumed that either the Static or the Dynamic transitional
would apply, but not both at once. Also, all results are based on YE1ll data only and
assuming to be O years into the transition process.

It should be noted that out of the scenario 2 sample, 39 undertakings that “needed” a
transitional at YE11 (i.e. SCR ratio < 100%) would have seen a positive impact on their
SCR ratio from both Transitional measures. 21 undertakings that “needed” a transitional
would have seen a positive impact from the static measure only and 22 from the
dynamic measure only. However, the number of undertakings being able to apply the
dynamic measure might be higher in reality as some LTGA participants might have not
been able to provide scenario 8 results for various reasons (e.g. technical/ resource
issues, eligibility issues as for cross-border business, etc.) which are the basis for the
below analysis on the dynamic transitional measure. It should further be recalled that
the application of the transitional measures would not be mandatory and need
supervisory approval.

“Static” Transitional impact analysis

As described earlier in this report, the “static” transitional measure (STrans) is based on
determining the delta of Technical Provisions (TP) between the SI TP and the SlII TP at
Sl inception. This delta is then added as a “Special” Own Funds item to the Eligible Own
Funds of the respective insurer in case the application of the measure is approved by the
relevant NSA. This item is then linearly reduced over time and potentially adjusted in
regular intervals in case the Sll risk-free rate moves significantly away from its level at
inception of SlI.

The below table provides results for two different application scenarios of STrans: (block
A) the measure is applied to all undertakings that would have profited from the measure
at YE11 (i.e. TP Sl is lower than TP scenario 2), and (block B) the measure is applied
only to undertakings that would have needed the measure at YE1ll (i.e. SCR ratio
without the measure is below 100%). All SCR ratios presented are weighted average
ratios based on overall Eligible Own Funds over overall SCR for the respective markets.

Member States marked in light blue in blocks A and B would have had one or more
undertakings in the LTGA sample applying the measure at YE11.

> LTGA scenario 2 is based on YE11 data, applying a CCP of 50bps, applying a MA and applying the 20+10
extrapolation approach. It should be noted that for some countries, e.g. HU, the scenario 2 sample is not very
representative.



Scen 2 as tested A: Scen 2w/ STrans for all B: Scen 2 w/ STrans if needed

MS SCRratio  SCRsurplus MS SCRratio SCR surplus MS SCRratio SCR surplus
171% 7,376,358 22 180% 8,419,886 180% 8,407,927
98%|- 197,602 8 124% 2,964,107 108% 989,406
245% 27,629 3 245% 27,629 245% 27,629
157% 199,815 14 157% 199,815 157% 199,815
129% 19,806,774 57 175% 51,723,075 146% 31,582,026
244% 5,998,641 11 258% 6,564,818 244% 5,998,641
293% 143,600 3 293% 143,600 293% 143,600
126% 2,378,773 21 143% 3,987,481 142% 3,914,400
134% 1,579,320 7 146% 2,124,909 145% 2,073,086
127% 17,415,959 31 138% 24,305,929 130% 19,026,980
-18%|- 2,105,910 13 -12%|- 1,992,602 -12%|- 1,992,602
70%|- 12,794 70%|- 12,794 70%|- 12,794
49%|- 3,185,145 5 74%|- 1,619,513 74%)- 1,619,513
121% 5,919,140 17 122% 6,267,557 122% 6,267,557
140% 111,659 6 144% 121,055 144% 121,055
230% 47,414 3 233% 48,583 230% 47,414
132% 725,095 5 136% 823,210 134% 761,664
219% 70,447 3 219% 70,447 219% 70,447
132% 6,000,405 14 163% 11,894,894 144% 8,407,300
113% 929,332 4 159% 4,070,382 151% 3,519,548
304% 7,782,680 35 304% 7,782,680 304% 7,782,680
54%|- 1,858,218 27 63%|- 1,507,535 63%|- 1,520,272
141% 92,161 4 141% 92,161 141% 92,161
176% 28,400,444 15 176% 28,487,694 176% 28,487,694
148% 238,700 4 148% 238,700 148% 238,700
243% 918,113 11 243% 918,113 243% 918,113
84%|- 6,599,914 12 139% 15,658,983 108% 3,266,117
92,202,876 359 171,803,265 127,198,778
% UT with SCR ratio <100% 34% 26% 26%
Number of UT applying STrans 0 100 60
of which ... Composite 0 12 8
Life 0 72 45
Non-Life 0 13 5
Reinsurance 0 3 2

TABLE 29: “STATIC” TRANSITIONAL IMPACT ANALYSIS BASED ON LTGA SCENARIO 2 AT YE11

The conducted analysis shows that the application of the static transitional measure
would have reduced the number of undertakings not meeting the 100% SCR ratio by 8
percentage points to 26% of the total scenario 2 sample (358 undertakings) at YE11. 53
out of 60 STrans applicants that “needed” the measure at YE11 (i.e. block B) are life or
composite undertakings. The two reinsurance undertakings assumed to apply the
measure in block B are life reinsurers, and at least 3 out of the 5 non-life undertakings
are focussed on health similar to life business.

“Dynamic” Transitional impact analysis

The “dynamic” transitional measure (DTrans) is based on the difference between the SI
discount rates for TP and the SllI discount rates for TP. Thereby, the Sl discount rates
relate to the discount rates relevant at inception of Sll. Using the OF adjustment
approach at year 0 into the transition, the TP delta is calculated between applying the Si
rates and applying the Sll rates. This delta is then added as a “Special” Own Funds item
to the Eligible Own Funds of the respective insurer in case the application of the measure
is approved by the relevant NSA. This item is dynamically adjusted annually by
increasing the weight of the SlI rates relative to the Sl rates.




For the presented analysis, the following shortcut was applied which should, however,
provide the exact same results as the actual approach: The Sll rates applied are the
rates of LTGA scenario 2. But for simplification reasons, only the TP of scenario 2 was
used and compared to the TP of scenario 8 where undertakings have provided results for
scenario 8. For all other undertakings, it was assumed that they are not able to apply the
dynamic transitional.?®

Again, the below table provides results for two different application scenarios of DTrans:
(block A) the measure is applied to all undertakings that would have profited from the
measure at YE11l (i.e. TP scenario 8 is lower than TP scenario 2), and (block B) the
measure is applied only to undertakings that would have needed the measure at YE11
(i.e. SCR ratio without the measure is below 1009%). All SCR ratios presented are
weighted average ratios based on overall Eligible Own Funds over overall SCR for the
respective markets.

Scen 2 as tested A: Scen 2w/ DTrans for all B: Scen 2w/ DTrans if needed
MS SCRratio  SCRsurplus H#UT MS SCRratio SCR surplus MS SCRratio SCR surplus

171% 7,376,358 7,590,390 7,490,491
98%|- 197,602 8 98%|- 197,602 98%|- 197,602
245% 27,629 3 259% 30,258 245% 27,629
157% 199,815 14 182% 285,305 157% 199,815
129% 19,806,774 57 141% 28,451,890 136% 25,026,574
244% 5,998,641 11 244% 5,999,357 244% 5,998,641
293% 143,600 3 302% 149,877 302% 149,877
126% 2,378,773 21 163% 5,908,348 155% 5,124,918
134% 1,579,320 7 159% 2,693,449 145% 2,070,371
127% 17,415,959 31 128% 17,762,520 127% 17,415,959
-18%|- 2,105,910 13 7%|- 1,650,725 2%|- 1,737,586
70%|- 12,794 70%|- 12,794 70%|- 12,794
49% |- 3,185,145 5 52% |- 2,962,558 49%|- 3,185,145
121% 5,919,140 17 124% 6,601,252 123% 6,500,152
140% 111,659 6 140% 111,659 140% 111,659
230% 47,414 3 230% 47,414 230% 47,414
132% 725,095 5 152% 1,186,866 132% 725,095
219% 70,447 3 219% 70,447 219% 70,447
132% 6,000,405 14 135% 6,693,643 132% 6,028,092
113% 929,332 4 113% 929,332 113% 929,332
304% 7,782,680 35 305% 7,786,991 304% 7,784,042
54%|- 1,858,218 27 65%|- 1,442,632 63%|- 1,511,190
141% 92,161 4 141% 92,161 141% 92,161
176% 28,400,444 15 176% 28,400,444 176% 28,400,444
148% 238,700 4 159% 296,512 150% 248,705
243% 918,113 11 243% 918,113 243% 918,113
84%|- 6,599,914 12 101% 553,203 89% |- 4,284,071
92,202,876 359 116,293,118 104,431,544

% UT with SCR ratio <100% 34% 30% 30%
Number of UT applying DTrans 0 123 61
of which ... Composite 0 16 7
Life 0 77 46
Non-Life 0 26 8
Reinsurance 0 4 0

TABLE 30: “DYNAMIC” TRANSITIONAL IMPACT ANALYSIS BASED ON LTGA SCENARIO 2 (YE11)

% It should be noted that this is assumption likely not correct for some countries where undertakings in the
sample did not provide scenario 8 results though scenario 8 could have been applied in the market, e.g. BE.



The conducted analysis shows that the application of the dynamic transitional measure
would have reduced the number of undertakings not meeting the 100% SCR ratio by 4
percentage points to 30% of the total scenario 2 sample at YE11. 53 out of 61 DTrans
applicants that “need” the measure (i.e. block B) are life or composite undertakings.

10.3. Impact of the inclusion of immaterial mortality risk for the MA

Recap of EIOPA’s advice on the MA with regards to immaterial mortality risk

EIOPA advises to implement the “classical” Matching Adjustment as foreseen by the
legislators, including the strict criteria relating to CQS 3 investments (i.e. the 33%
portfolio limit excluding government bonds and the MA cap). Furthermore, EIOPA
suggests minor amendments to the measure including the inclusion of immaterial
mortality risk.

Ad hoc calculations to manage and control this immateriality in a prudent and sound
manner will be necessary as well as appropriate Pillar 2 requirements regarding liquidity
risks and the relevant features of the portfolios of insurance obligations.

An appropriate method to test the immateriality of the mortality risk which, however,
would need to be further investigated by EIOPA could be the following one:

Deviation of the mortality risk
BE

Where

e Deviation of the mortality risk is calculated as follows by comparing the BE cash
flows and BE cash flows after mortality shock?*. Only unfavorable deviations (cash
flow post shock >cash flow pre shock) should be taken into account. The current
value of those unfavorable deviations would be calculated using the basis risk-free
interest rate curve

e Best estimate (BE) is the best estimate liability in respect of the portfolio of
matched obligations calculated using the basic risk interest rate curve.

With regards to the immateriality of the risk, EIOPA currently considers that the
suggested ratio should have a value which is not exceeding 5%. However, further
investigations on the exact calibration of the limit are needed. In addition, criteria on the
minimum size of portfolios could potentially be added, as the predictability of mortality
cash flows increases significantly with portfolio size.

Approach chosen for this impact assessment

Regarding the impact of including immaterial mortality risk in the MA application, it
currently seems to have a noticeable impact only in a few Member State, e.g. DK and
ES. Therefore, this impact analysis focusses on the quantitative impact for the Spanish
market. However, it should be noted that EIOPA believes that eligible products will be

24 For the purpose of this assessment, the worst case scenario of those contemplated in the SCR standard
formula has been applied, without aggregating risks, without allowing for any diversification benefits and
without any adjustment for LAC of DT or TP. With this in mind and considering the average age of the
portfolios analysed, the current assessment applies the 15% permanent shock prescribed for the deviation in
the mortality rates, instead of the 0.15% 1-year shock prescribed for the life CAT submodule.




offered in other markets in the near future as well. In this light, also the inclusion of
minor mortality risk seems important to increase the attractiveness of the products for
consumers without increasing the risks (if mortality risk is truly immaterial).

As a background, current products sold in the Spanish market provide both survival and
death benefits, where the exposure to mortality is very limited moving in a range of 80-
107% of paid-in premiums.

The impact assessment has covered the entire Spanish scenario 1 sample of the LTGA.
However, only 12 of the life insurance undertakings in the sample were impacted by the
inclusion of immaterial mortality risk in the MA concept. Those 12 undertakings
represent more than 60% of the whole life insurance market in Spain (based on YE11
technical provisions), although when referring specifically to long term insurance
business, the market coverage raises to 73,5%.

The entire analysis was based on the scenario 1 outcome, however, the impact of the
Extended MA was removed from the results of the 12 undertakings concerned before
adding the CMA effect (including mortality risk) in order to avoid double counting.

Impact on SCR

The introduction of the possibility of using the “classical” Matching Adjustment on
products which include immaterial mortality risks would mean an increase in the
weighted average final SCR ratio for the entire Spanish LTGA sample from 136% to
158% at YE11l (applying scenario 1 conditions as described above). Looking at the life
market only, the ratio would move from 91% to 125%.

SCR ratios at YE11 with and without inclusion of

immaterial mortality risk in the MA
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FIGURE 55: IMPACT OF INCLUDING IMMATERIAL MORTALITY RISK IN THE MA CONCEPT FOR THE SPANISH
LTGA sAMPLE AT YE11

It is worth noting that under the framework tested in the LTGA (i.e. without allowing the
“classical” Matching Adjustment on products which include any mortality coverage, even
if the risk for the ALM strategy is immaterial), there were 6 undertakings out of the 12
Spanish participants subject to this impact assessment which would not have covered
their SCR (i.e. SCR ratio below 100%). The number of undertakings failing to cover the
SCR is reduced to one in a scenario where it is possible to apply the CMA to products
including immaterial mortality risks.



In terms of market share, while 44% of potential MA business would breach the SCR in
case of CMA without allowance of immaterial mortality risk, only a 7% of market CMA
business would still fail to cover the SCR if it were possible to apply the MA to products
including mortality guarantees which represent immaterial risk for the ALM strategy.

Method to test the immateriality of mortality risk for the CMA purpose

For this purpose it is important to keep a clear distinction between the SCR and the
measurement of the immateriality of mortality risk:

e On one hand, the SCR mortality risk sub-modules is a pure Pillar 1 element aimed
at assessing the impact on own funds of unexpected negative deviations of
expected mortality rates considered in the calculation of the best estimates.
Furthermore, SCR calculation is based on a modular approach where risks are
stressed in isolation and the respective SCR for each risks aggregated using linear
correlations.

e On the other hand, the test of immateriality of mortality risk is a metric aimed at
assessing the materiality of the risk that deviations in the best estimate
assumptions for the mortality cash flows may lead to the sale of assets managed
under the ALM strategy imposed by the Matching Adjustment.

While SCR metric normally provides quite low values (even negative values in some
cases), a more prudent approach is needed in order to assess to what extent mortality
guarantees do not mean a material risk for MA portfolios due to unexpected negative
deviations in mortality rates. It is important to point out that the aim of this specific
metric is not to assess the impact on own funds.

It should be noted that deviations in mortality assumptions, unlike lapses for instance or
other policyholder options, are not driven by the behaviour of the policyholder, the
reputation of the undertaking or the specific economic environment. This facilitates the
definition of a reliable measurement regarding the immateriality of mortality risk.

For this assessment (in line with the outlines earlier in the report), a prudent and simple
approach was chosen based on comparing cash flows projected under the best estimate
to cash flows projected under a prudently stressed scenario where mortality rates
deviate:

e Shocks applied to the mortality assumptions are calibrated at 99.5% VaR.

¢ Only unfavorable deviations are taken into account, i.e. no compensation with
favorable deviations is allowed.

e The future deviations are discounted to the valuation date at the basic risk-free
rate, in order to avoid any reinvestment risk.

The metric is defined as a ratio between actual values of the sum of all future deviations
of the mortality assumption (applying the shocks in the SF of the SCR) over the best
estimate:

Deviation of the mortality risk
BE




The numerator of this ratio compares BE cash flows previous and after the mortality
shock. Best estimate is the best estimate liability in respect of the portfolio of matched
obligations.

The resulting ratios for the undertakings being part of this assessment move between
0.01% and 4.07%.

Overview of results  Portfolio 2 Portfolio 3 Portfolio 5

Guaranteed capital 75%-105% of premiun| 75%- 105% of premium 80%-105% PU
Cap 6000 6000 3000 (105%PU)
Portfolio size 8081 52492 106

Average age (71.88 D (75.02 O 6089 >
Ratio 2.39% 3.11% 4.07%

TABLE 31: EXAMPLE PORTFOLIOS WITHIN THE IMPACT ASSESSMENT

The table above shows that characteristics of the portfolio such as its size and average
age of risks influence the desirable threshold of the metric.

This analysis indicates that the reference approach together with the reference threshold
of 5% seems to be a useful starting point to derive an appropriate way to assess the
materiality of the mortality risk.
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